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Private annuity plans are practical now 


as tax treatment grows more certain 


by BEN S. McGIVERAN and WILLIAM B. LYNCH 


The idea of transferring his business to his sons in return for a life income has 


obvious appeal to any owner contemplating retirement. For a long time, however, 


there were few cases on the income, estate and gift tax treatment of the transaction 


and the determination of the basis of assets transferred; and those few cases were in 


considerable confusion. In recent years the courts seem to have adopted a more 


consistent method of treating these questions and the IRS has issued several com- 


prehensive rulings. Mr. McGiveran and Mr. Lynch outline the tax advantages of 


private annuity transactions and show how the transaction itself and subsequent 


developments affect the taxes of the annuitant and the obligor. 


M* A AND HIS THREE SONS are the 
owners of the XYZ Corporation. 
He is a 70 year old widower and is presi- 
dent, with a salary of $50,000. His inter- 
est in the company is worth $300,000 
which, along with certain other invest- 
ments, brings his total estate to $500,000. 
The XYZ stock pays no dividends, but 
Mr. A’s other investments yield $12,500 
per year. 

Mr. A has decided to retire. He enters 
into an agreement with the corporation 
whereby it purchases his entire stock in- 
terest. The purchase price is not paid in 
cash, however. Instead, it takes the form 
of a promise by the corporation to pay 
Mr. A $2,500 each month for his life- 
time. This monthly income is slightly 
more than Mr. A could have obtained 
had he taken $300,000 to an insurance 
company and asked for an immediate 
life annuity without a refund feature. 
As a result: 

1. Mr. A’s three sons now are the sole 
owners of the XYZ Corporation. 

2. There are no gift taxes to pay. 

3. Mr. A has reduced his taxable es- 
tate by $300,000. 

4. Mr. A has actually increased his 
spendable income, by making much of 
it exempt from tax. 

That is a typical private annuity trans- 
action. It may be defined as an arrange- 
ment between two persons, neither of 


whom is an insurance company, where- 
by one sells property to the other in ex- 
change for the other’s promise of an in- 
come for life. Mr. A could have removed 
his stock from his taxable estate by mak- 
ing a gift of it to his sons, but that 
would have given rise to a gift tax. Be- 
sides, it would have played havoc with 
his income. Here, in fact, is about what 
Mr. A saved: 

1. Estate and Inheritance Taxes. At 
least $93,000. 

2. Gift Tax: At least $51,900, which 
would have been the tax had a gift been 
made to save the estate and inheritance 
tax. 

3. Additional Income: At least $9,580 
every year (from an after-tax net of 
$27,950 to a net of $37,530). 

After examining a similar situation, 
one writer was led to exclaim: “The sav- 
ings are so impressive that they make 
one wonder whether the large amount 
of savings will not themselves furnish a 
strong argument that the whole trans- 
action is unreal. A tax system designed 
to be as painful as ours does not easily 
yield such a bonanza.””! 

Yet, as this same writer then points 
out, there are sound authorities support- 
ing each conclusion. 

The arrangement we’ve just seen in- 
volved a stock redemption,? or what is 
sometimes called an “entity purchase 


plan.” It could, of course, have been a 
“cross purchase plan,” with the sons 
buying the stock directly from their 
father. The same is truce of partnership 
interests. 


When an interest in a closely-held 
business is sold for a private annuity, 
the choice between the entity and the 
cross-purchase plan may be dictated by 
the annuitant’s family situation. If the 
annuitant has a son or two whom he 
wants in the business and who have no 
stock or partnership interest of their 
own, then he almost has to use the cross. 
purchase plan. Otherwise, the choice 
may depend on various considerations, 
such as conveniences, taxes, the obligor’s 
ability to pay, and the like. 

We shouldn’t get the idea that only 
business interests can be sold for private 
annuities. Anything can be sold for an 
annuity: Homes, rental units, vacant 
lots, sailboats, merchant steamers, ma- 
chinery, oil wells, listed stock and secuti- 
ties, jewelry, automobiles, furniture, 
stamp collections. Nor need the annui- 
tant’s entire interest in the property be 
sold—for example, a farmer may sell an 
acreage from his farm, or a doctor may 
sell an undivided interest in his clinic 
building. 

In considering what and to whom to 
sell, of course, we must keep in mind the 
ability of the obligor to pay. It would 
hardly work, for example, for a man 
thus to sell his house to his wife when 
she would need the house to live in and 
has no income of her own. We might 
draw two general conclusions from this: 

1. If the buyer has substantial inde- 
pendent income, then almost anything 
can serve as the property to be sold. 

2. If the buyer has no, or only limited, 
income, then the property sold should 
either produce substantial income of its 
own or, at least, should be of a type 
which the obligor himself can re-sell or 
borrow against. Furthermore, the obli- 
gor should count on the possibility of 
his having to consume some principal, 
and this may limit the kinds of prop- 
erty that can be used. 

Before anyone obligates himself to 
pay an annuity to another, he certainly 
must consider the possibility that the 
annuitant may live for many years. The 
obligor, unlike commercial annuity com- 
panies, normally hasn’t a large number 
of lives over whom he can spread his 
risk. 

A fairly common transaction, judging 
from the various bulletins put out by 
the colleges, is an annuity given in ex 
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change for a donation. Perhaps less com- 
mon—but just as workable—would be a 
private annuity arrangement between a 
wealthy retired man and his own charit- 
able foundation. The annuitant could 
take a charitable deduction to the ex- 
tent that the value of his donated prop- 
erty exceeded the value of his annuity. 


Marital and residual trusts 

\n interesting variation involves the 
use of marital and residual trusts, com- 
monly created to divide a decedent’s es- 
tate. As the principal of the marital 
trust would be taxed in the estate of the 
surviving spouse, the objective is to re- 
move it without incurring any gift taxes. 
\ second, sometimes more important, 
objective, is to increase the spendable 
income of the surviving spouse. 

For example: H died at age 80, leav- 
ing an estate of $1,000,000. This consist- 
ed of $200,000 in life insurance, payable 
to his wife, W, and $800,000 in securities 
with a 5% return. There were three sur- 
viving children. The various expenses 
and obligations of H’s estate, other than 
came to $100,000. Federal and 
state death taxes totalled $110,500. Un- 
der the terms of his will, H’s $589,500 
net probate estate was divided by a mari- 
formula, $250,000 to a 
marital trust and $339,500 equally to 
three residual trusts, one for the ulti- 
mate benefit of each child. 


taxes, 


tal deduction 


Pursuant powers granted in the trust 
instruments, W released the entire prin- 
cipal of the marital trust to the trustees 
of the residual trusts. In exchange, these 
trusts joined together to promise W, 
who was then 75 years old, a $26,400 
annual income for life, payable month- 
ly. This is slightly more than the equiva- 
lent return from a commercially ob- 
tained $250,000 single premium annuity. 

W was to receive the trust incomes 
for life, except that the residual trusts 
were to accumulate any income from the 


Smith. “Shifting Income Within the Family 
Group,” Taxes—The Tax Magazine, 995 at 1004 
(December, 1952). 

The phrase “stock redemption” sometimes fills 
us with visions of dividend goblins and other hor- 
rors, especially when a family corporation is in- 
volved. IRC Section 318(a) (1) would ordinarily 
cause the stock owned by the three sons to be 
attributed to their father, thus preventing his 
safely redeeming his stock within the rules of 
Section 302(b). But Section 302(c) suspends this 
attribution rule whenever the seller gives up all 
the stock he actually owns in the company, re- 
ceived none of this stock during the past 10 
years from any Section 318(a) party, agrees not 
to acquire any more stock within the next 10 
years, stops working for the company, and, final- 
ly, where the attributed stock (here, the sons’ ) 
was not acquired from the seller during the past 
10 years for the principal purpose of avoiding 
income taxes. Certainly, we assume that Mr. A 
and his sons meet these requirements. 

SIRC Section 170. The 20% of adjusted gross in- 
come limitation applies. It is probably wise to 
specify that a portion of the donation is for an 
annuity, with the balance intended as a contri- 


transferred marital trust assets. W left 
the insurance with the companies at 3% 
interest.4 She had no estate other than 
that inherited from her husband. 

Through using the private annuity, 
W had $18,130 more spendable. income 
every year than otherwise. Further, her 
estate on her later death would pay 
$77,800 less in estate and inheritance 
taxes. Notice that the three residual 
trusts would be taxed on the income re- 
ceived from the marital trust properties. 
This income would be $12,500 per year 
($250,000 @ 5%). With a tax of $2,570, 
the incomes of the trusts would net 
$9,930. Consequently, in order for the 
residual trusts to pay an annuity of 
$26,400 to W, they would have to dip 
into $16,470 of principal each year. The 
longer W lived, the less the children 
would receive. Still, if W wished, she 
could solve this problem by making an- 
nual gifts to the family of $16,470. This 
would offset the reduction in their in- 
heritances and would still leave W with 
$1,660 more spendable income than 
she’d have with the no-annuity plan. 
With as few as six equal donees, W 
would have no federal gift tax to pay 
and would consume none of her life- 
time exemption. 

Had W in this illustration been 
younger at the time of her husband’s 
death, we might have had a different 
picture. For example, had she been 33 
years old her annuity would have been 
about $9,900. This would have made it 
unnecessary for the residual trusts to use 
principal to pay her. The same general 
principles may be applied in community 
property states. The widow would trans- 
fer her interest in the community assets 
to a trust created by her husband to re- 
ceived his half of those same properties. 


Gift tax 


When the annuitant his 
property to the obligor for an annuity, 


transfers 


bution. Cf. Rev. Rul. 55-388, 1955-1 CB 233. 

4 This interest would be entirely taxable as ordi- 
nary income. If W were to place this insurance 
under some disbursing option, she could increase 
her spendable income, not only because the peri- 
odic payments would be larger, but because some 
of each payment would be tax-exempt as a re- 
turn of principal and up to $1,000 of the inter- 
est portion received each year would be further 
exempted. IRC Section 101(d). 

5IRC Section 2512(b). 

® Est. of Sarah Bergan, 1 TC 543 (1943). 

7The Annuity Regulations (Reg. Section 1.72-9, 
Table I) present the following typical male ex- 
pectancies, as compared to two standard insur- 
ance tables: 


Age Regulation CSO 1955 American 

50 25.5 21.37 27.93 

60 18.2 14.50 19.57 

70 12.1 8.99 12.66 

80 7.5 5.06 7.55 
Furthermore, the Gift Tax Regulations (Reg. 
Sections 25.2512-5(f)) assume a 34% interest 


factor in evaluating annuities and remainders. 
Thus, a well-known company would pay an im- 
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we ordinarily expect no gift tax. The 
reason is that, for a transfer to be a tax- 
able gift, it must have been made for 
less than an adequate- consideration in 
money or money’s worth.5 

A promise can serve as adequate con- 
sideration in money’s worth.6 The im- 
portant thing is to be certain that the 
promise is adequate. When a promise 
is to pay an annuity, the most obvious 
criteria for adequacy is whether a com- 
mercial insurance company would make 
a similar promise in exchange for the 
same value. However, it should be borne 
in mind that a promise of a given in- 
come by an insurance company may 
have more actual value than a similar 
promise by a private individual or a 
small business or trust. It might be said, 
as a consequence, that a comparable 
commercial annuity expresses the mini- 
mum income that should be promised. 
Furthermore, the federal government 
may be inclined to match the promised 
annuity against its own expectancy 
tables. As these tables assume a generally 
different expectancy than do those in 
commercial annuity use, they would or- 
dinarily require a different income per 
dollar of deposit.? 

While the expectancy tables are usual- 
ly reliable in setting up these transac- 
tions, it must be remembered that they 
are merely statistical.8 Thus, it may hap- 
pen that the annuitant in fact is known 
to be fatally ill when the sale is made. 
Under such. circumstances, the govern- 
ment might well claim that the promised 
annuity inadequate under the 
known circumstances. A corresponding 
problem is the careful evaluation of the 
property being transferred. This calls 
for an independent appraisal. If proper 
care is taken, and a proper record made, 
then there probably is very little danger 
that the transaction would be treated 
as a taxable gift. The care demonstrated 
by the record would be strong evidence 


was 


mediate non-refund annuity of $822/month to a 
70 year old male depositing $100,000; for the 
same income, the government would assume a 
deposit of $78,362. Strictly speaking, the annui- 
tant would make a taxable gift to the extent that 
the fair market value of the transferred prop- 
erty exceeded the value of the annuity as gleaned 
from the table in the regulation. For that rea- 
son, some writers assume that the annuity should 
be based on nothing but the government tables, 
See Cohen, “Drafting Tax Clauses in a Will, 
Ninth Tax Institute, University of California 
School of Law, 549 at 554-555 (1957). Cf, Casey, 
“How to Use Intra-Family Annuities, New 
York University Eighth Annual Institute on 
Federal Tazation, 1109 at 1110 (1949). Other 
writers seem less concerned by this possibility; 
e.g., commercial annuity equivalents are suggest- 
ed by Stern, “Sales for an Annuity, The Ency- 
clopedia of Tax Procedure, 960 at 965 (1956); 
and Smith, supra, note 1, at 1002. ; 

8 Pritchard, 4 TC 204 (1944); Denbigh, 7 TC 387 
(1946); Huntington National Bank, 13 TC 760 
(1949); Jennings, 10 TC 323 (1948); Butler, 18 
TC 914 (1952); Cf. MeMurty, CA-1, 203 F.2d 659 
(1953); Nourse v. Riddell, 143 F.Supp. 759. 
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TABLE 1: INCOME TAXATION OF ANNUITANT 
$300,000 Stock With $50,000 Basis for $30,000 Annuity Age 70 
Excluded 

Total Entirely Capital Ordinary 

Year Receipt Exempt Gain Income 
] $30,000 $24,790 $ $5,210 
2 30,000 24,790 5,210 
3 30,000 420 24,370 5,210 
4 30,000 24,790 5,210 
5 30,000 24,790 5,210 
6 30,000 24,790 5,210 
7 30,000 24,790 5,210 
8 30,000 24,790 5,210 
9 30,000 24,790 5,210 
10 30,000 24,790 5,210 
1] 30,000 24,790 5,210 
12 30,000 24,790 5,210 
13 $0,000 22,270 2,520 5,210 
14 30,000 24,790 5,210 
ran ae 30,000 24,790 5,210 








that the parties had no donative intent.® 


Estate tax 


Property sold by a decedent before his 
death is not taxable in his estate. But 
the selling price will be, unless he’s con- 
sumed it or given it away—at least, that’s 
what we'd usually expect of the selling 
price. But, because the selling price in 
a private annuity arrangement is an in- 
come expiring on the annuitant’s death, 
nothing remains to be taxed. This is 
based on the assumption that the in- 
come actually is an annuity. 

The gravest danger is that the income 
might be treated as a mere reservation 
of a life interest in the transferred prop- 
erty.10 This would be evidenced by hav- 
ing the income geared to the expected 
earnings of the property or, worse yet, 
by having it vary as those earnings vary. 
Tying the annuity payments in this way 
to the income of the property is a strong 
temptation, since it fairly assures the 
obligor of his ability to pay. We should 
expect the annuity payments to consume 
principal. In any event, they 
should be based on commercial rates, 
possibly adjusted upward for the reasons 
previously discussed. It may happen, of 
course, that the annuitant is relatively 
young and the earnings on the property 
relatively high, so that even when prop- 
erly calculated the annuity is exceeded 


some 


by the earnings. 

Further evidence that the transaction 
is a reservation of a life estate would be 
the use of the property as security for 
the annuity payments. The obligor 
should be completely free to make any 


disposition he wishes of the property. 

Anytime the transaction assumes the 
characteristics of a taxable gift it runs 
the additional danger that the prop- 
erty will be taxed in the estate. For in- 
stance, it might be deemed a gift made 
in contemplation of death to the extent 
that the transferred property's value ex- 
ceeded the value of the annuity.11 Some- 
times the annuitant has a dependent, 
such as his wife, and wants a joint and 
survivor annuity, or one with a »efund 
or guaranteed-period feature. If, under 
such circumstances, the annuitant is ac- 
tually survived by the dependent, or 
dies during the refund or guarantee 
period, then the discounted value of the 
anticipated payments would be taxed in 
his estate.12 


Income tax 


It seems to be well established that 
the annuitant will be taxed on his pay- 
ments as received exactly as he would 
commercial annuity.13 This 
means that there would be excluded 
from income taxation each year that 
portion of the payments received which 
bears the same ratio to the total of the 
payments as the annuitant’s investment 
bears to his expected return. 

Mr. A, in our original illustration, 
paid $300,000 for his $2,500 monthly an- 
nuity. Using Table I of the Income Tax 
Regulations,!4 we find that his expected 
return at age 70 would be $363,000. The 
exclusion ratio is thus 82.64%, so that 
$24,790 of Mr. A’s annual annuity re- 
ceipts would be excluded from federal 
income taxation. 


with a 





But the problem may not be quite 
that simple. Suppose, for example, tha 
Mr. A’s stock originally cost him $50,000, 
Obviously, unless Mr. A dies very soon 
after entering the annuity arrangement, 
he is going to have a gain over his cost: 
and the government is going to insist on 
taxing that gain. One question may be 
set at rest immediately: Mr. A would 
have no gain recognized at the time he 
buys the annuity—that is, the $250,000 
difference between his cost and the cur. 
rent fair market value of the stock 
would not be taxed at that time. This 
rule is thoroughly established, having 
stemmed from principles laid down ina 
1931 Supreme Court decision, Burnet y, 
Logan.15 That case and those which fol- 
lowed held, in effect, that the promise 
of an individual (or a corporation, trust, 
partnership or what have you) who is 
not engaged in the business of writing 
annuities has no value for income tax 
purposes, no matter how wealthy or sol- 
vent that promisor may be. In other 
words, any gain Mr. A may realize will 
be taxed only to the extent that he ac 
tually receives it.16 

In 1953, the Commissioner, dealing 
with the annuity rules under the 1939 
Code, set to rest certain vexing prob- 
lems related to the manner in which he 
expected to tax this gain.17 Previously, 
there were two possible treatments: 

1. That the transaction is the pur 
chase of an annuity with the annuitant’s 
adjusted basis, so that all receipts after 
recovery of basis would be taxed as ordi- 
nary income.18 

2. That the transaction is a sale or 
exchange of the property for an annuity, 
so that receipts after recovery of basis 
would be eligible for capital gains treat 
ment, depending on the reason for which 
the property had been held.!® 

The Commissioner’s ruling choose the 
second approach. It seems to be gener 
ally accepted that he will continue to 
apply the same principles under the 
1954 Code.29 If so, Mr. A’s tax would 
work out as shown in Table I. 

Notice that a capital gains treatment 
is superimposed on the usual annuity 
rules. The interest portion of each 
year’s payments is fixed by the exclusion 
ratio and remains constant throughout 
Mr. A’s lifetime. The excluded portion, 
as determined by the exclusion ratio, is 
actually tax exempt only so long as it 
doesn’t represent receipt of gain. Thus, 
Mr. A’s excluded portion is exempt into 
the third year, when he recovers the bal- 
ance of his $50,000 cost. His excluded 
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portion then is taxed as a capital gain 
until the thirteenth year when the en- 
tire $250,000 gain would have been so 
taxed. From then on, the excluded por- 
tion probably again becomes exempt. 
Ir could be argued that the capital gains 
treatment should continue, on the 
crounds that these later amounts do 
represent a gain over cost. 

Suppose Mr. A had died at the end 
of the second year, while still $420 short 
of recovering his cost. Could his estate 
claim a deductible loss? Apparently 
not.2! But this is understandable in light 
of the fact that, no matter how long Mr. 
A lives, he received just what he bar- 
eained for. Nor is it necessarily inconsis- 
tent with recognition of later gain— 
after all, the annuity he bargained for 
was worth $250,000 more than his cost. 
Just because the whole gain isn’t taxed 
at once is no reason for not taxing it as 
actually received. The nature of the an- 
nuitant’s gain or loss, whether capital or 
ordinary, depends on the type of prop- 
erty. Thus, Mr. A’s stock, being a capi- 
tal asset, gives him capita! gain 


Obligor’s depreciation 


The basis of the transferred property 
in the hands of the obligor??_ becomes 
important to him under several circum- 
stances: if the property is depreciable; 
in the event it is re-sold; or if the ac- 
tual payments made exceed or fall short 
of those originally anticipated. As with 
the manner of taxing the annuitant’s 
gain, the Commissioner has issued a rul- 
ing clarifying the manner in which he 
expects to treat basis questions.*3 Two 
conflicting theories had been developed 
by the courts: 

|. That the obligor’s basis would be 
the fair market value of the property as 


Donative intent may not be an essential ele- 
ment to the levy of a gift tax. Reg. Section 
25.2511-1(f) (1). But see, for example, Ross, 28 
BTA 39 (1933), holding intent to be essential. 

IRC Section 2036. 

IRC Section 2035. Cases excluding the trans- 

ferred property from the annuitant’s estate in 
general include: Est. of Sarah Bergan, supra, 
note 6; U. S. National Bank of Portland, Ore., 
54-1 USTC, Para. 10,937 (1953). In Greene, CA- 
, 237 F.2d 848 (1956), the annuity was based 
on the income produced by the transferred prop- 
erty, with the transferees promising the annui- 
tant that they'd make up the difference, if any, 
between that and $3,000 per year; held: trans- 
ferred property taxable in the annuitant’s estate 
as a transfer with retained life estate, but the 
value of the property was reduced by the value 
of the contingent promise. 
a U nder several possible rules; e.g., IRC Section 
2038, when the annuitant possesses the right to 
change ultimate beneficiaries; IRC Section 2037, 
when the annuitant possesses no such right. 

IRC Section 72; Rev. Rul. 239, 1953-2 CB 53; 
es Maloney, 58 F.Supp. 164 (1944); Ware, 
CA-5, 159 F.2d 542 (1957). See also Smith at 
1002, Casey at 1111, Stern at 962 and Cohen at 
nat all cited at note 7; Meyer. “Transfer of 
Rated for an Annuity-Tax Position of the 
ransferee, Taxes — The Tax Magazine, 645 
t 646 (August, 1953). 


of the date of the transaction, on the 
ground that this is the value of the pro- 
mised annuity.*4 Payments in excess of 
such basis would be deductible losses. If 
the payments stopped short of such, basis, 
as when the annuitant dies earlier than 
expected, the shortage would be a tax- 
able gain in the year of death. 

2. That the obligor’s basis would be 
the sum of the payments actually made 
to the annuitant.25 Payments in excess 
of those anticipated would simply in- 
crease the obligor’s basis. The annui- 
tant’s untimely death would leave the 
obligor with a relatively low basis. 

The Commissioner chose to follow a 
combination of both, approaches.?° For 
depreciation purposes, the basis (unad- 
justed)?7 of the property is the value of 
the prospective payments under the an- 
nuity contract. The valuation of the an- 
nuity for this is to be in accordance with 
Table I of the Gift Tax Regulations.?8 
If the annuitant lives to such a time that 
the total payments actually made exceed 
the original estimate of the annuity’s 
value, these extra payments are to be 
added to basis. On the death of the an- 
nuitant, the basis (unadjusted) for com- 
puting subsequent depreciation becomes 
the total of the annuity payments ac- 
tually made. Obviously, if prior depre- 
ciation were sufficiently high, the early 
death of the annuitant might wipe out 
the whole of the remaining basis and 
then some. The effect of this on recogni- 
tion of gain is discussed below. 

It may happen that the property re- 
ceived by the obligor is partly depreci- 
able and partly nondepreciable. For ex- 
ample, a commercial building would be 
depreciable, but not the land on which 
it stands. In this event, the basis (unad- 
justed) will be an amount which bears 


™4 Reg. Sections 1.72-9. 

15 283 U.S. 404 (1931). See also Rev. Rul. 239, 
supra, note 13; Hill v. Maloney, supra, note 13; 
Ware, supra, note 13; Lloyd, 33 BTA 903 (1936); 
Deering, 40 BTA 984 (1939); Cf. Hommel, 7 TC 
922 (1946). In 1954, the House of Representa- 
tives proposed to tax the annuitant on his gain 
all in the year of the transfer; this was Section 
1241 of the House Bill, but it was rejected by the 
Senate on the grounds of uncertainty (H.R. Rep. 
No. 1337, 83d Cong., 2d Sess. 84 (1954) and Sen. 
Rep. No. 1622, 83d Cong., 2d Sess. 116 (1954)). 
16 Interestingly, the difficulty in determining im- 
mediate values for income tax purposes does not 
deter a ready determination for estate and gift 
tax purposes, as previously mentioned. This is 
comparable to the situation existing with un- 
funded, non-qualified deferred compensation ar- 
rangements. Perhaps this comes about because 
the government has but one chance to collect a 
gift or estate tax, but can always collect an in- 
come tax when the monies are actually received 
by the taxpayer. 

17 Rev. Rul. 239, supra, note 13. 

18 Ware, supra, note 

19 Hill v. Maloney, supra, note 13. 

20 E.g., see Cohen at 558 and Stern at 962, both 
cited at note 7. Further, Rev. Rul. 55-119, 1955-1 
CB 352, although itself couched in terms of the 
1939 Code, affirmed Rev. Rul. 239, supra. note 13. 
21 Industrial Trust Co., CA-1, 94 F.2d 927 (1938). 
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[Mr. McGiveran, CLU, and Mr. Lynch, 
a member of the California Bar, are as- 
sociated with Seefurth and McGiveran 
Consulting Services in Chicago. Another 
version of this article containing more 
discussion of the use of insurance by 
obligors in private annuity arrangements 
appeared in the Winter, 1958, issue of 
the Journal of the Society of Chartered 
Life Underwriters.] 


Personal tax problems + 





the same ratio to the value of the pro- 
spective annuity (or, when the annui- 
tant has died, the actual payments made) 
as the depreciable portion of the prop- 
erty bears to the value of the entire 
property. 


Basis for resale 


The basis (unadjusted) for determin- 
ing gain or loss on a resale of the prop- 
erty depends on whether the obligor 
sells it before or after the death of the 
annuitant. 

If the resale takes place after the an- 
nuitant’s death, the basis (unadjusted) is 
the total of all payments made under the 
annuity contract. This applies equally 
to both gain and loss calculations. No- 
tice how this approach would recognize 
the gain or loss only at the time of the 
resale. I.T. 1242, I-1 CB 61 (1922), which 
wasn’t mentioned by Rev. Rul. 55-119, 
held that, if the payments exceeded the 
fair market value of the property, a loss 
would be recognized as each excess pay- 
ment was made; and that, if the annui- 
tant died before the payments equalled 
the fair market value of the property, a 
gain equal to the difference would be 
recognized in the year of death.2® The 
1922 ruling was silent regarding the ef- 
fect these recognitions would have on 
gain or loss on re-sale of the property. 


22 So-called because he is obligated to pay the 
annuity. 

% Rev. Rul. 55-119, 1955-1 CB 352. 

2% John C. Moore Corporation, CA-2, 42 F.2d 186 
(1930); Sheridan, 18 TC 381 (1952). 

% Steinbach-Kresge Company, 33 F.Supp. 897 
(1940). For an excellent discussion of these two 
theories, see Meyer, supra, note 13. 

% The entire discussion which follows uses the 
Commissioner’s approach in Rev. Rul. 55-119, 
supra, note 23. This, not only because it indi- 
cates the attitude of the Revenue Service, but 
because it seems on the whole to be the most rea- 
sonable. It will be borne in mind, however, that 
the courts are not obliged to follow it. 

% The term “basis (unadjusted)” refers to the 
basis prior to adjustment for depreciation, and 
does not contemplate capital additions or sub- 
tractions. 

28 Reg. Sections 25.2512-5(f). 

2 The January 10, 1959, issue of The Tax Bar- 
ometer reported IRS personnel as favoring I.T. 
1242’s treatment of gain rather than of 55-119, 
and that, accordingly, the Service might modify 
55-119 if the issue arose. Presumably, the Service 
would swallow the bitter with the sweet and 
recognize losses, as weil, before death or resale. 
Any attempt to modify 55-119 to make it consis- 
tent with I.T. 1242 would surely demolish 55-119 
(depreciation basis, pre-death sale gain and all) 
and not merely alter it. 
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On its face, 55-119 would seem to have 
revoked I.T. 1242 by implication. 
Suppose the obligor, at the time of 
the annuitant’s early death, has made 
payments totaling $50,000. His basis (un- 
adjusted) would be $50,000. But sup- 
pose the property is depreciable and 
$75,000 of depreciation has been taken. 
Would basis be adjusted to a minus 
$25,000? Or a gain of $25,000 recog- 
nized- Ruling 55-119 is silent on the 
subject. Reduction of basis below zero 
immediate 
recognition of a mortality gain would go 


would be unorthodox, yet 


against the theory of 55-119. Perhaps 
this, at least, would be one area for ap- 
plication of I.T. 1242.80 

If the resale takes place before the 
annuitant’s death, the basis (unadjust- 
ed) for determining gain is the total of 
annuity payments actually made to the 
date of the re-sale, plus the value of the 
prospective payments remaining to be 
paid (again, valued in accordance with 
Table I of the Gift Tax Regulations). 
The basis (unadjusted) for determining 
loss is the total of annuity payments 
actually made to the date of the resale, 
with no account taken of prospective 
payments because only losses actually 
sustained can be deducted. If the selling 
price is less than the adjusted basis for 
gain and greater than the adjusted basis 
for loss, then neither gain nor loss would 
be recognized at the time of the resale. 

Events occurring after the obligor’s 
resale of the property may call for ad- 
justments. Thus, where the property was 


8° The American Law Institute has offered a so- 
lution: Apply the unused adjustments to reduce 
the basis on other property of the obligor. See, 
Meyer, supra, note 13, at 654. Cf. Rev. Rul. 54- 
421, 1954-2 CB 162 this ruling dealt with the 
somewhat analogous situation involving depletion 
allowances in excess of the taxpayer’s adjusted 
basis; it held that, when adjusted basis reached 
zero, the excess depletion should be applied 
against the cost of subsequent capital additions; 
it held, further, that the adjusted basis couldn’t 
be reduced below zero because that would result 
in taxation of a gain, on a sale of the property, 
representing amounts specifically excluded by the 
depletion allowance. 

8! The Ruling gives the following illustrative ex- 
amples of the principles discussed: 

(a) Assume the fair market value of the prop- 
erty received is $95,000 (land $15,000 and build- 
ing $80,000) and the property is used in the tax- 
payer’s trade or business or for the production 
of income. The remaining life of the building is 
50 years and the estimated salvage value of the 
building at the end of that time is $15,000. The 
annuity contract provides for annual payments 
of $10,000 to the annuitant (transferor) for the 
remainder of his life. At the time of transaction 
the present value of the annuity contract is 
$94,785 (at age 69). The annual depreciation 
would be computed for the period up to the date 
of the annuitant’s death as follows: 


$80,000 
- X $94,785 — $15,000 





$95,000 





= $1,296.38 
50 
(b) If the annuitant should die at the end of 
the eighth year, the annual depreciation for sub- 


sequent taxable years would be computed by us- 
ing $80,000 for the eight annuity payments made 


June 1959 


resold at a recognized loss, each subse- 
quent annuity payment constitutes a 
loss in the year or years paid. 

On the other hand, where the prop- 
erty was resold at a recognized gain, 
there are two possible subsequent re- 
sults, depending on whether the annui- 
tant dies sooner or later than expected. 
If he dies sooner, we’d probably find 
that the total payments actually made 
fell below the basis (unadjusted), since 
that basis was the sum of actual pay- 
ments to the date of the resale plus the 
anticipated value of the later payments. 
In this case, the excess of the basis (un- 
adjusted) over the actual annuity pay- 
ments made constitutes income to the 
obligor in the year of the annuitant’s 
death. If the annuitant died later than 
expected, so that the total annuity pay- 
ments exceeded the basis (unadjusted), 
the excess payments would constitute 
losses as made.*! 

The nature of any gain or loss, wheth- 
er capital or ordinary, which arises at 
the time of a resale or as a result of sub- 
sequent events, depends on the purpose 
for which the property was held. If the 
obligor is a corporation, and the trans- 
ferred property is its own stock, then 
the later reissuance of that stock will 
not result in either gain or loss to the 
corporation.82 That would be true of 
the XYZ Corporation’s position in our 
illustration involving Mr. A. 

If the annuity transaction carries an 
element of gift, as where the value of 
the transferred property exceeds the 


in place of the $94,785 actuarial value used in 
the above formula and depreciation of $10,371 
(eight years at $1,296.38) would also be deduct- 
ed. The computation would, therefore, be: 


$80,000 





X $80,000 — $15,000 — $10,371.04 
$95,000 





42 (remaining life of building) 
$999.94 


(c) Assuming the property was sold at the 
end of the ninth year and prior to the death of 
the annuitant, the recognized gain is computed: 


Selling price 
Basis: 
Annuity payments made 

(9 X $10,000) ..... $ 90,000.00 
Value of prospective pay- 


éa: saeinmsseshiiesreonalettl $150,000.00 


ments at sale (age 78) _. 63,705.00 

Unadjusted basis _.. —$153,705.00 
Depreciation 

(9 X $1,296.38) _ 11,667.42 


Adjusted basis 142,037.58 


UENCE GAM acest $ 17,962.42 


Losses from annuity payments made after the 
property is disposed of would be recognized after 
the aggregate of the annuity payments exceeds 
$153,705, i.e., $6,295 of the 16th annual payment 
and all subsequent payments are losses in the 
year in which paid. However, if the 15th annual 
payment was the final payment made, there 
would be a recognized gain of $3,705 ($153,705 
minus $150,000). 

(d) Assuming all facts the same as in the pre- 
ceding example, except that the selling price is 





value of the annuity, basis for gain, log 
or depreciation as just discussed can be 
applied only to that portion of the prop. 
erty not received as a gift. Basis for gain 
or depreciation on the gift portion js 
the donor-annuitant’s basis and basis for 
loss on that portion is the lower of the 
donor’s annuitant’s basis or the portion’s 
{air market value at the transaction date, 


Interest 


Despite the fact that the annuitant 
will have a portion of each payment re. 
ceived treated as interest—and taxed at 
ordinary income rates—no deduction 
apparently will be allowed the obligor. 
One writer hopefully suggests that, if 
the annuity contract specifies an interest 
assumption, then that might be sufficient 
for the courts to allow it.54 At any rate, 
the fact that the obligor is permitted to 
add his total payments (including “in 
terest”) to his basis takes the sting away 
from the denial of the deduction. % 


IRS, unions, press test 
cases on strike benefits 


Tue IRS ts askinc the Supreme Court to 
rule on its position that strike benefits 
are taxable income. In the Kaiser case, 
the Seventh Circuit held (December 22, 
1958) that benefits paid to a non-member 
of the union on the basis of need were 
gifts not income. It is on this case that 
the government will ask certiorari. 

At the executive board meeting of the 
Teamster’s Union in February it was re- 


$75,000, the recognized loss is computed as fol- 
lows: 


Selling price 
Unadjusted basis 
9 annuity payments 
made) peiabaline 
Depreciation 
(9 X $1,296.38) 


75,000.00 


... $90,000.00 
.. 11,667.42 
Adjusted basis $78,332.58 


$ 3,332.58 


Recognized loss —........... 


In this instance. each annuity payment made 
after the sale of the property would be recog- 
nized as a loss in the year paid. 

(e) If the selling price were $105,000.00, no 
gain or loss would be recognized at the time the 
property is disposed of, since the selling price 
falls between the basis (adjusted), $142,037.58 
for computing a recognized gain and the basis 
(adjusted), $78,332.58, for computing a recog- 
nized loss. In this situation, there would be # 
recognized loss of $3,332.58 on the 12th annuity 
payment (selling price, $105,000 — (total pay- 
ments, $120,000 — depreciation, $11,667.42)). 

e full amount of each succeeding payment 
would be a recognized loss in the year paid. If, 
however, the annuitant died afte: only 11 pay- 
ments had been made, there would be a recog- 
nized gain in the year of the annuitant’s death 
in the amount of $6,667.42 (selling price, $105,- 
000—(total payments, $110,000—depreciation, 
$11,667.42) ). 

82 IRC Section 1032(a). 

% Klein, 31 BTA 910 (1934); Gillespie & Sons 
Company, CA-10, 154 F.2d 913 (1946); Reliable 
Incubator & Brooder Company, 6 TC 919 (1945). 
Also. I.T. 1242, I-1 CB 61 (1922). But see John 
C. Moore Corporation, supra, note 24. 

*% Cohen, supra, note 7, at 566. 
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ported that the victory in the case was 
regarded as a dent by organized labor 
in the Treasury Department's old ruling 
that strike benefits are, under normal 
circumstances, taxable to the striker and 
that a test case would be brought to 
challenge tax on benefits paid during a 
lockout. 

In the Kaiser case the Seventh Circuit 
placed emphasis on the fact that (Kaiser) 
the employee’s benefits were measured 
solely by need and were analogous to 
public assistance allowances, social se- 
curity damages and similar concededly 
non-taxable items. A jury in the District 
Court had originally found for Kaiser 
but the court had set the verdict aside 
considering the payments as being com- 


pensation for going on strike and the 
result of-a moral obligation of the Un- 
ion. Neither of these considerations ap- 
peared valid to the Seventh Circuit and 
it further noted that whatever weight 
should be given to the 1920 Treasury 
ruling (O.D. 552), it applied only to 
benefits paid to union members. 

One appeals judge dissented; he saw 
the means test as secondary to Kaiser’s 
preliminary qualification for benefits: 
the fact that he was on strike. This was 
consideration for the benefits while he 
was on strike and so took them out of 
the category of gifts. 

The IRS says that pending a Supreme 
Court decision it will continue to assess 
income taxes on strike benefits. vr 


How the retirement-income credit works; 


technical rules are exacting 


by GEORGE E. GIBSON 


Income exclusions, double exemptions, high medical allowables and now the re- 


tirement credit are making the elderly a specially favored group of taxpayers. 


Practitioners counseling those retiring or planning for future retirement must be 


fully familiar with these benefits, which, despite the objections of those concerned 


about the erosion of the tax base, seem popular and destined to grow. Mr. Gibson 


traces the development of the retirement credit and shows how changes in social 


security are mirrored in it. He points out the limitations on this allowance. 


i yes RETIREMENT INCOME CREDIT, in- 
troduced in the 1954 Code, provides 
a limited exemption, by means of a 
credit against tax, to all forms of re- 
tax, to all forms of 
By granting this 
credit, Congress was again attempting to 
equalize the impact of the Federal in- 
come tax on a particular class—in this 
instance people living on retirement in- 
comes—and again chose to meet the 
problem by adding to the already com- 
plex Code yet another technical and 
somewhat complicated section running 
to a page and a half of fine print. 
Whether specific legislation of this char- 
acter is the best method of adjusting 
tax rates is a question not considered 
here. Let us rather look at the section to 
see what it provides and how it operates. 
In its purpose and effect it is a fair and 
equitable provision of the tax laws. 
Section 37 allows a tax credit to any 
individual who meets the age test, who 
has received earned income in excess 
of $600 in each of any 10 years prior to 
the taxable year and who has retirement 


credit against 


retirement income. 


income in the taxable year. The credit 
is 20% of the retirement income base. 
Since that base can never exceed $1,200, 
an individual’s credit, at present tax 
rates, cannot exceed $240. The purpose 
and effect of the section in allowing this 
credit to those receiving taxable pen- 
sions, annuities, interest, rent and divi- 
dends is to place these individuals on a 
par taxwise with those receiving social 
security payments, railroad retirement or 
other non-taxable retirement benefits. 
For the individual who qualifies by 
having both earned income in prior 
years and retirement income currently, 
$240 is the maximum credit. It can be 
any figure less than that, depending 
upon five factors: whether he has retire- 
ment income; whether he has social se- 
curity, railroad retirement or other tax- 
exempt pension during the year; whether 
if he is under 72, he has earned income; 
whether he has other tax credits; and 
the amount of his tax liability. 
Retirement income for taxpayers less 
than 65 is different from retirement in- 


come for those over 65. For the under-65, 


$27 


retirement income includes only pen- 
sions and annuities received under a 
public retirement system. For those 65 
by the end of the taxable year, retire- 
ment income consists of pensions and 
annuities, interest, rents and dividends. 
There are several limitations on the 
amount of the retirement income that 
can be used as the base for computing 
the 20%, credit: the maximum is $1,200; 
social security, railroad retirement or 
any similar tax-free benefits must be de- 
ducted and taxpayers under 72 must de- 
duct excess earned income received. 


Personal tax problems + 


Relation to social security 


Section 37 has an interesting back- 
ground and legislative history which 
makes clear the somewhat involved tech- 
nical rules. Neither the Social Security 
Act nor the Code contained a provision 
expressly exempting social security bene- 
fits from Federal income tax. Payment 
of the old age and survivor's insurance 
benefits began in 1940. In 1941, when it 
came time to file Federal income tax re- 
turns for the year 1940, the question 
arose as to whether the individuals who 
had received social security payments 
had to report them as gross income, 
there being no specific provision of law 
exempting them from the income tax. In 
the early part of 1941, the Bureau of 
Internal Revenue issued an adminis- 
trative ruling (IT 3447) which held that 
the insurance benefit payments made 
under the Social Security Act “are not 
subject to Federal income tax in the 
hands of the recipients.” The ruling is 
brief and merely points to the fact that 
the taxes collected by the IRS from em- 
ployers, employees and the self-employed 
under the provisions of the Federal In- 
surance Contributions Act and the Self- 
Employment Contributions Act are ap- 
propriated to the Federal Old-Age and 
Survivors Insurance Trust Fund and 
that all amounts credited to that trust 
fund are made available for payment 
of insurance benefits. Following the 
trust fund doctrine, the Bureau of In- 
ternal Revenue concluded that these 
social security payments did not con- 
stitute gross income within the con- 
templation of the Federal income tax 
laws and consequently ruled that they 
were not subject to the Federal income 
tax. Although from the standpoint of 
general principles the conclusion 
reached in this ruling may be somewhat 
dubious, Congress, in 1954, gave its 
blessing by stating in its reports on Sec- 
tion 37 of the 1954 Code that “under 
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[Mr. Gibson is a member of the firm of 
Stinson, Mag, Thomson, McEvers & 
Fizzell, Kansas City, Mo. This article is 
based on a talk he gave at the Missouri 
Bar Tax Institute this winter.] 





existing law benefits payable under the 
social security program... are exempt 
from income tax.” 

The Congress that gave this official 
recognition to the administrative ruling 
exempting social security benefits was 
the same Congress that was preparing to 
amend the Social Security Act to raise 
the primary insurance benefit to a maxi- 
mum amount slightly in excess of $100 
a month. Thus Congress realized that it 
was about to provide a retired person 
drawing social security payments with as 
$1,200 of tax-free 
year. Congress also knew that at an 


much as income a 
earlier date it had expressly exempted 
benefits paid under the Railroad Retire- 
ment Act from income tax. Recognizing 
that the tax-exempt status of social se- 
curity and railroad retirement pensions 
discriminated against persons receiving 
retirement pensions under other public- 
ly administered programs which were 
not tax exempt, as well as against per- 
sons who receive industrial pensions or 
who provide independently for their old 
age through investments in commercial 
annuities, rental properties, bonds and 
stocks, Congress set to work to adjust 
this differential in tax treatment and en- 
acted Section 37 as a part of the 1954 
Code. This new section was intended to 
place taxpayers receiving retirement in- 
come from investments, from private 
pension plans or from publicly admin- 
istered pension plans which are not tax- 
exempt on more nearly the same foot- 
ing taxwise as those individuals receiv- 
ing social security payments and other 
“Et is 
surprising,” as Mertens’ Code commen- 


tax-free retirement income. not 
tary points out, “that a tax provision 
having the broad social implications of 
the retirement income credit contained 
in Section 37 should be continually scru- 
tinized by Congress. Within less than 
two years after its enactment as a part 
of the 1954 Code, two amendments were 
made, both of which significantly ex- 
panded its coverage.” Thus, in 1955 the 
benefit of the credit was extended to in- 
dividuals under 65 years of age drawing 
retirement pay from the Armed Forces. 
Originally Congress allowed the credit 
to be taken with respect to retirement 
received the Armed 
only by those persons who were over 


pay from Forces 
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65. However, since January 1, 1955, the 
effective date of the amendment, mem- 
bers of the Armed Services are entitled 
to the retirement income credit under 
the same circumstances and to the same 
extent as retired civil se, vants and others 
receiving pensions under a non-exempt 
public retirement system. In 1956 Sec- 
tion 37 was amended so that it would 
conform with certain changes that had 
been made in the Social Security Act. 
Thus the age at which a taxpayer may 
earn amount of income without 
affecting the amount of his retirement 
income credit was reduced from 75 years 
to 72 years, corresponding to the change 
in the Social Security Act which reduced 
from 75 to 72 the age at which an indi- 
vidual’s social security payments will 
not be affected by his earnings. Further 
conforming to the Social Security amend- 
ments, the dollar point at which earned 
income reduces retirement income 
purposes of determining the retirement 


any 


for 


income credit was raised from $900 to 
$1,200 for taxpayers 65 or over and 
under 72. These changes plainly indi- 
cate that Congress is endeavoring to 
keep the retirement income credit pro- 
vided by Section 37 of the Code parallel 
with the provisions applicable to bene- 
fits paid under the social security pro- 
gram. There have been no amendments 
to Section 37 since 1956. The Technical 
Amendments Act of 1958 made 
change in it. 


no 


Amount of tax saving 

By its general rule Section 37 gives an 
individual a credit against his tax liabil- 
ity in an amount equal to the tax at first 
bracket rate, which at the present time 
is 20%, of the amount of his retirement 
income up to $1,200. Thus, at present, 
the maximum credit is $1,200 multiplied 
by 20%, or $240. On a joint return two 
such credits, or a maximum of $480, can 
be taken provided both spouses meet the 
eligibility requirements of Section 37. 
Since a person over 65 is granted at least 
two $600 exemptions, the effect of this 
credit is to allow an unmarried person 
without dependents who is 65 or over 
and uses the standard deduction to re- 
ceive a maximum amount of $2,675 of 
retirement income tax-free. It allows a 
married man over 65 with no depend- 
ents, whose wife is also over 65, but who 
does not separately qualify for the re- 
tirement income credit, to receive ap- 
proximately $4,000 of retirement income 
tax-free. Thus the retirement 
credit materially benefits individuals re- 


income 





tired on small incomes from  sourges 4 
other than social security and _ similay 
tax-exempt pensions, 





Eligibility requirements 

Looking at the language of Section 
37, we find that it grants the retirement 
income credit to an individual “who has 
received earned income before the be. 
ginning of the taxable year’ and who 
has received “retirement income” dy. 
ing the taxable year. Thus an individual 
must meet two statutory requirements; 
must in the past received 
“earned income” and he must presently 
be receiving “retirement income.” The 
section then defines the phrase “indi- 
vidual earned in- 
come before the beginning of the tay- 
able year” as an individual who in each 
of any 10 calendar years before the tax. 


he have 


who has received 


able year shall have received earned 
income in excess of $600. This provision 
of the section lays down a work-qualify. 
ing test which is similar to the one used 
for social security purposes. In order 
to be fully insured for life under the 
Social Security Act an individual must 
have 40 quarters of coverage; in other 
words, he must have worked and have 
received a certain amount of earnings in 
40 separate periods of three months 
each, which in the aggregate would be 
the equivalent of 10 full years. So 
Congress adepted a similar test for de 
termining an individual's eligibility for 
the retirement income credit, namely, 
that he must have received in excess of 
$600 of earned income during each of 
any 10 calendar years before the taxable 
year. 

The Regulations that have been pro 
mulgated under Section 37 make it 
clear that the 10 calendar years needed 
for eligibility do not have to be the 
10 calendar years immediately preceding 
the taxable year for which the credit is 
claimed. Nor do the 10 calendar years 
have to be consecutive years. Moreover, 


they do not have to be years which were ; 


subject to the income tax laws. They 
may include years during which the tax 
payer was exempt from income tax. 
They may include years for which the 
taxpayer was not required to file an it 
come tax return. And they may include 
years in which the taxpayer had no im 
come subject to tax, for example, 4 
calendar year during which the tax 
payer’s income was less than his personal 
exemption or a calendar year for which 
the taxpayer’s income excluded 
from taxable income because he was 4 


was 
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bona fide resident of a foreign country. 
It is accordingly clear that a taxpayer 
can meet the work-qualifying test if he 
can put together any 10 separate calen- 
dar years in each of which he received 
earned income in excess of $600. Such 
vears, of course, must precede the tax- 
able year for which he is claiming the 
retirement income credit. That year can- 
not be counted as one of the qualifying 
years since the statute says that he must 
have received the earned income before 
the taxable year. 


Husband and wife 


“ 


The statute also provides that “a 
widow or widower whose spouse had re- 
ceived such earned income shall be con- 
sidered to have received earned income.” 
In other words, if a husband or wife 
dies, the earned income which the de- 
ceased spouse had received in any cal- 
endar year shall be treated as earned in- 
come of the surviving spouse for the 
purpose of determining the eligibility 
of the surviving spouse for the retire- 
ment income credit. 

A husband and wife, while they are 
both living, may separately qualify for 
the retirement income credit and, if so, 
the tax reduction on their joint re- 
turn may be as much as $480. But, while 
the wife can 
qualify for the credit only if she had 
actually worked for 10 years and earned 
in excess of $600 in each of those years 


her husband is living, 


and, in addition, is currently receiving 
retirement income of her own. During 
a husband's lifetime, therefore, his wife 
may not qualify for the credit on the 
basis of his past earnings. But upon his 
death the statute expressly attributes 
his earned income to his widow for the 
purpose of qualifying her for the re- 
tirement income credit and, vice versa, 
it attributes the earned income of a de- 
ceased wife to the widower. 

rhe Regulations spell out the applica- 
tion of this provision in considerable 
detail. They state that, if the deceased 
spouse had $600 of earned income in 
each of any 10 years before the year 
of his death, the surviving spouse auto- 
matically qualifies for the credit. In that 
case, the deceased spouse is allowed a re- 
tirement income credit with respect to 
retirement income which he received in 
the year of his death and the surviving 
spouse will also be allowed a credit with 
respect to retirement income which she 
received in the year of his death. In the 
year of death, therefore, it is possible 
to have two retirement income credits 


based on one person’s past earned-in- 
come record, one for the decedent and 
one for the survivor, irrespective of 
whether joint or separate returns are 
filed. However, if the year of death is 
the tenth year .in which the decedent 
would have received earned income in 
excess of $600, so that he would have 
first become eligible for the retirement 
income credit in the following year, the 
surviving spouse likewise will not be 
eligible for the credit until the year 
following the year of death. That as- 
sumes, of course, that the surviving 
spouse had no earned income record of 
his or her own, for the survivor may add 
his or her own earned income to that 
of the deceased spouse for any year, and 
the necessary 10 years may comprise any 
combination of years in which either, or 
both together, received earned income 
in excess of $600, including years be- 
fore their marriage. 

The Regulations also state that, if 
an individual has been married more 
than once, his or her status as a surviv- 
ing spouse for purposes of Section 37 
is determined only by reference to the 
most recent marriage. The Regulations 
further state that an individual is not 
a surviving spouse of a decedent if they 
have ‘seen divorced. If a surviving spouse 
remarzies, he or she may not determine 
eligibility for the retirement income 
credit for the taxable year in which the 
remarriage occurs or for any subsequent 
taxable year by treating the earned in- 
come of the deceased spouse as his or 
her own earned income. In the case of 
a remarriage, if the second spouse dies 
and the survivor does not again re- 
marry, only the earnings record of the 
second deceased spouse may be used in 
determining the survivor's eligibility for 
the credit. If the 
second marriage is terminated by divorce 
rather than by death, the survivor does 


retirement-income 


not regain the status of being a surviv- 
ing spouse of the first deceased spouse. 


What is earned income? 


In determining the 10 working years 
necessary for eligibility for the retire- 
ment income credit, only those years 
may be counted in which the taxpayer 
has received earned income in 
of $600. It is necessary, therefore, in de- 
termining eligibility for the credit, to 
consider what will constitute earned in- 
come. And the concept of earned in- 
come also enters into the determination 
of the of retirement 
which can be used as the base for com- 


excess 


amount income 
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puting the amount of the credit. Earned 
income for all purposes of Section 37 
has the meaning assigned to the term 
in Section 911(b) of the Code, except 
that it does not include any amount re- 
ceived as a pension or annuity. By refer- 
ence to Section 911(b), a section which 
defines earned income for purposes of 
the exemption of foreign income of 
United States citizens, we find that 
earned income means wages, salaries, or 
professional fees and other amounts re- 
ceived as compensation for personal 
services actually rendered. The gross 
amount of income of this character is 
the earned income and it is not reduced 
by expenses connected with earning it. 
In the case of a taxpayer engaged in a 
trade or business in which both personal 
service and capital are material income- 
producing factors, a reasonable allow- 
ance as compensation for the personal 
services rendered by the taxpayer will 
be considered earned income, but the 
amount of that allowance may not be 
in excess of 30% of the taxpayer’s share 
of the net profits of such trade or busi- 
ness. It has been ruled that disability 
pay is earned income whether it is ex- 
cludible from taxable 
Royalties received by an author for the 
privilege of using his copyright are in- 
come from and hence not 
earned income, but payments under a 
contract to furnish material have been 
ruled to be earned income. It has also 
been ruled that, because earned income 
is not reduced by expenses, the entire 
amount of fees received by lawyers, doc- 
tors, dentists and other professional per- 
sons constitutes earned income. And it 
has been ruled that, if a taxpayer per- 
connection with the 
repair and upkeep of his rental prop- 


income or not. 


property 


forms services in 


erty, an amount not in excess of 30% of 
his net rents will be recognized as earned 
income. As stated already, the definition 
of earned income is applicable not only 
in determining whether or not a tax- 
payer had had the necessary 10 years of 
earning experience to qualify for the 
credit, but it also 
enters into the determination of retire- 
ment the 
amount of the credit. 


retirement income 


income which measures 


Retirement income 


In the case of an individual who has 
not attained the age of 65 before the 
close of the taxable year, retirement in- 
come is defined to include only pensions 
and annuities received under a_ public 
retirement 


system to the extent that 
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such pensions and annuities are includ- 
ible in gross income and do not repre- 
sent compensation for personal services 
rendered during the taxable year. The 
phrase ‘“‘public retirement system” is de- 
fined to mean a pension, annuity, retire- 
ment or similar fund or system estab- 
lished by the United States, a state, a 
territory, a possession of the United 
States, any political subdivision of the 
foregoing, or of the District of Colum- 
bia. Broadly speaking, this means a re- 
tirement system of the Federal Govern- 
ment or of a state or local government 
under which the payments received by 
the recipients to some extent constitute 
taxable income. Section 37 as originally 
drafted and passed by the House of 
Representatives covered only those in- 
dividuals who had attained the age of 


65. The provision extending the sec- 
tion’s coverage to those individuals 
under 65 receiving taxable pensions 


under a public retirement system was 
added by the Senate and is explained in 
the report of the Senate Finance Com- 
mittee as follows: 

“Your committee has revised [Section 
37] so as to permit a credit for the pen- 
sions received by certain individuals who 
have been retired under a public re- 
tirement system, even though such in- 
dividuals have not attained the age of 
65. The House provision was applicable 
only in the case of individuals who had 
attained the age of 65 years before the 
end of the taxable year. ‘Public retire- 
ment system’ is defined to mean a pen- 
or similar 
fund or system established by the United 


sion, annuity, retirement, 
States, a State, a Territory, a possession 
of the United States, any political sub- 
division of any of the foregoing, or the 
District of Columbia. As a result 
of this change, teachers, firemen, police- 
men, or Federal employees, who are re- 
tired before reaching 65, may be entitled 
to a credit for their pensions, but not 
for such items of income as dividends, 
interest, or rents.” 

To the individuals referred to in the 
Finance that is, 
teachers, firemen, policemen and Federal 


Committee Report, 
civil servants, may now be added mem- 
bers of the Armed Forces of the United 
States who have retired before the age 
of 65. The military was brought under 
this provision by the 1955 amendment. 

For individuals who have attained the 
age of 65 before the close of the taxable 
year, retirement income consists of the 
following four categories of income: 


pensions and annuities, interest, rents 
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and_ dividends to the extent that such 
items are includible in gross income and 
do not represent compensation for per- 
sonal services rendered during the tax- 
able year. We see, therefore, that while 
the section covers only a limited class of 
people who are under the age of 65, it 
has broad coverage with respect 
people who are 65 or over, because the 
four classifications of retirement income 
cover all of the ordinary sources of in- 
come of retired people. Thus anyone 
who has attained the age of 65 before 
the end of the taxable year and who 
the 10-year earned-income test 
may be entitled to the retirement in- 
come credit if he has received income 
consisting of pensions, annuitics, 
terests, rents or dividends which is in- 
cludible in gross income and which is 
not received as compensation for per- 
sonal services rendered during the tax- 
able year. Note that those classes.of in- 
come constitute retirement income only 
to the extent that they are includible in 
under the Code. 
quently, any portion of such items that 
is excluded from gross income for tax 
purposes cannot be included in retire- 
ment income. Thus any dividends ex- 
cluded from gross income under Section 
116 of the Code, relating to the partial 
exclusion of dividends received by in- 


to 


meets 


in- 


gross income Conse- 


dividuals, does not enter into the retire- 
ment income base for purposes of deter- 
mining the credit, nor would interest on 
state or municipal bonds which is ex- 
empt from the Federal 
Similarly, the portion of an annuity 
which is excluded from gross income 
under Section 72 of the Code is not re- 
tirement income. The further require- 
ment that none of the four classes of 
income shall represent compensation for 
personal services rendered during the 
taxable year is explained in the Regula- 
tions as follows: 


income tax. 


“Retirement income may not include 
any amount representing compensation 
for personal services rendered during the 
taxable year. For this purpose, amounts 
received as a pension shall not be 
treated as representing compensation for 
personal services rendered during the 
taxable year if the period of service 
during the taxable year is not sub- 
stantial when compared with the total 
years of services. For example, an indi- 
vidual on the calendar-year basis retires 
on November 30 after 5 years of service 
and receives a pension during the re- 
mainder of his taxable year. The pen- 
sion is not treated as representing com- 








pensation for personal services rendered 
during such taxable year merely becaug 
it is paid by reason of the services of the 
individual for a period of five year 
which includes a portion of the taxable 


yeat, . 


Retirement income base 


The first step in computing the retire. 
ment income credit of a qualified indi. 
vidual, whether he is over or under the 
age of 65, is a determination of the 
amount of his retirement income. As we 
have seen, this means, in the case of a 
person under 65, that he must deter 
mine the total amount of pensions or 
annuities from a public retirement sy. 
tem which he has received during the 
taxable year and has included in his 
gross income for tax purposes. A person 
over 65 must determine the total amount 
includible in gross income which he has 
received from pensions, annuities, in | 
terest, rents and dividends. The amount 
so determined may or may not turn out 
to be the base to be used in figuring the 
credit, for the statute contains certain 
limitations on the amount of retirement 
income that can be used as the base. The 
first of these limitations places a ceiling 
of $1,200 on the amount of retirement 
income which can be used in computing 
the credit. In other words, the retire- 
ment-income base as defined in the law 
cannot be larger than $1,200, and this 
applies alike to all taxpayers whether 
under or over 65. Then there are further 
limitations which must be applied to 
this $1,200 maximum. In applying these 
further limitations, the person claiming 
the credit starts with the figure of $1,200 
whether his actual retirement income is 
more or less than that amount. From the 
$1,200 he must deduct the amount of all 
social security, railroad retirement or 
similar tax-exempt benefits, if any, that 
he has received during the year. This 
limitation likewise applies to all tax 
payers irrespective of age. In addition, 
all taxpayers under 72 must further re 
duce the $1,200 by the amount of exces 
earned income received during the tax 
able year. A taxpayer under 65 must de 
duct the amount of any earned income 
in excess of $900, while a taxpayer who 
has attained the age of 65, but is under 
the age of 72, must deduct the amount 
of any earned income in excess of $1,200 
received during the taxable year. Stated 
the other way around, a person under 
age 65 is permitted to earn up to $9004 
year and a person over 65, but under 72 
is permitted to earn up to $1,200 a year 
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without any reduction in the amount 
of his retirement-income base. A person 
over 72 is not required to make a reduc- 
tion for earned income and hence he 
may earn any amount during a taxable 
year without any effect on his retirement 
income credit. The adjustment for excess 
earnings corresponds to the one used in 
the social security program. A person 
who retired under the Social Security 
Act below the age of 72 may earn up to 
$1,200 a year and not suffer the loss of 
any social securty payments, but any 
earnings above that amount will cause 
him to lose some or possibly all of his 
payments, while the earnings of persons 
over 72 have no effect whatsoever on 
their social security payments. 

The amount of the retirement-income 
credit cannot exceed the amount of the 
tax otherwise due. Moreover, the retire- 





*Rockefeller Public Service Award tax- 
able as fellowship grant. In 1952 John 
D. Rockefeller, 3rd, made a gift to 
Princeton to establish a program of 
grants to outstanding Federal career em- 
ployees sufficient to allow them to spend 
a year in special study. Nominations 
can be made by a Government agency or 
by direct application. Taxpayer here 
was Deputy General Counsel of the 
Atomic Energy Commission and he ap- 
plied for an award to study forms of 
supranational cooperation that might 
models for international co- 
operation on peaceful uses of atomic 
energy. He was granted the award for 
1954 and spent the year in Paris. The 
court first determines that this is not an 
award which is tax-free because it is in 
recognition of past achievements, 
granted without any action on the re- 
cipient’s part and with no requirement 
for future service. It is, however, a fel- 
lowship grant tax-free up to $300 a 
month. The Commissioner refused to ex- 
clude an amount equal to taxpayers ex- 
penses on the ground that the Regula- 
tions require that to be excluded from 
gross income the payments must be 
specifically designated as being for ex- 
penses. The court points out that these 
Regulations were not adopted until long 
after taxpayer received his grant and, 
without going into the question whether 
they were a reasonable interpretation 
of the statute, holds them inapplicable 
here. The Code allows exclusion of 
amounts paid to reimburse expenses and 


serve as 
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ment-income credit has the lowest prior- 
ity of any of the tax credits allowed to 
individuals. It is the last in order to be 
applied against his income tax liability. 

Taxpayers whose incomes fall within 
certain dollar limits have the election 
to use 1040A and to have their taxes 
computed by the IRS. If a taxpayer 
makes this election, he waives any re- 
tirement income credit which he might 
be entitled to, for Section 6014 expressly 
provides that, in case of such an elec- 
tion, “the credit against . . . tax pro- 
vided for by Section . . . 37 shall not 
be allowed.” In other words, the IRS 
will not take on the burden of determin- 
ing a taxpayer’s retirement income 
credit under Section 37, and the tax- 
payer must, therefore, file the regular 
Form 1040 in order to get the benefit 
of this credit. * 


the court finds that the grantors of. the 
award knew that substantial expenses 
would be incurred. The court refuses the 
due process argument urged by taxpayer 
because it was raised only in brief. Tax- 
payer had been awarded the grant be- 
fore passage of the 1954 Act making 
such grants taxable. Under prior law, he 
says, it would be a gift. Rev. Rul. 57-50 
so held, and the retroactive feature of 
the 1954 Code was a violation of due 
process. Isenbergh, 31 TC No. 107. 


Award in form of scholarship not tax- 
able. A prize in the form of a two-year 
college scholarship was awarded by a 
business firm as part of an advertising 
campaign to an individual enrolled as 
a candidate for a degree at a college. 
The IRS rules that this is a scholarship 
and as such not taxable. Rev. Rul. 59-80. 


Grant for travel incident to study ex- 
cludable as fellowship. Taxpayer, a lan- 
guage professor, received a grant from 
a tax exempt institution to cover his ex- 
penses for travel (including meals and 
lodging) while in a foreign country for 
research and study. The IRS holds that 
this meets all the tests for exclusion as 
a fellowship grant to the extent so ex- 
pended, (limited to 36 months). Rev. 
Rul. 59-81. 


Dworced father fails to prove support 
of children. As proof of being the chief 
support of his three children, taxpayer, 
a divorced father, relied solely on state- 
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ments in the Revenue Agent’s report of 
what the children’s mother and step- 
father claimed as their support. The 
court holds that reports of Revenue 
Agents are not competent proof of the 
facts stated therein in the absence of an 
agreement to that effect. Since taxpayer 
introduced no evidence that he con- 
tributed over half of his children’s sup- 
port, he is denied the dependency ex- 
emptions. Fitzner, 31 TC No. 128. 


No exemption for child subsequently 
adobted, doesn’t meet tests for first year. 
Taxpayers took a child from a recog- 
nized adoption agency into their home 
in February 1955 for eventual adoption. 
They legally adopted the child in 1956. 
The court holds taxpayers cannot claim 
the child as a dependent for 1955 be- 
cause the child was unrelated and did 
not live in taxpayers’ home for the en- 
tire taxable year. The court holds 
further that the payment of the agency 
fee constitutes a personal expenditure, 
and cannot be deducted as a charitable 
contribution, even though the adoption 
agency qualifies as a charitable organiza- 
tion. McMillan, 31 TC No. 116. 


Bigamous marriage doesn’t give right to 
file a joint return. Shortly after tax- 
payer’s wife obtained an interlocutory 
divorce decree in California, taxpayer, a 
California resident, obtained a final 
divorce decree in Mexico and imme- 
diately remarried. Under California law, 
the Mexican marriage was bigamous 
and void, except as between the parties. 
This court holds that taxpayer cannot 
file a joint return with his second wife. 
Gersten, CA-9, 2/27/59. 


Rental value of residence not deductible 
as alimony. Under his divorce settle- 
ment, taxpayer agreed to give his wife 
exclusive use of the family residence 
with the proviso that if the wife moved 
out, taxpayer could live there by pay- 
ing her a reasonable rental value. This 
happened and taxpayer claimed the rent 
so paid as alimony. The court holds the 
payments are a non-deductible living ex- 
pense of the taxpayer. McDermott, TCM 
1959-67. 


Husband has foreign excludable income; 
wife may claim standard deduction. 
Taxpayer’s husband is not required to 
file a return because all of his income 
from a U. S. possession is excludabie. 
His wife, may, on a separate return, 
claim the standard deduction (not to 
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exceed $500) or use the optional tax 
table. These options, barred to one 
spouse if the other itemizes, are open to 
this taxpayer, her spouse doesn’t file at 
all. Rev. Rul. 59-82. 


Children living with mother are de- 
pendents of father. A divorced father 
is found to have contributed more than 
the support 
minor children living with his ex-wife, 
and is held entitled to claim the depend- 
ency exemptions. Boothe, TCM 1959-43. 


one-half of of his three 


Partner cannot deduct entertainment of 
potential firm customers. A partner of a 
laundry firm is not permitted to deduct 
$465 expended in buying drinks and 
food for patrons of taverns he visited in 
picking up laundry and whom he re- 
garded as “potential customers,” on the 
ground that (1) business expenses of a 
partnership are not deductible by part- 
ners on their personal returns in the 
absence of a specific agreement among 
them authorizing such procedure; and 
(2) taxpayer had not established that this 
entertainment was sufficiently related to 
the partnership business to qualify as a 
true business expense. The court also 
disallowed as a business expense the sub- 
scription price of a newspaper delivered 
to taxpayer’s home. Wallendal, 31 TG 
No. 127. 


Hope of publishing travel diary doesn’t 
make trip deductible. Taxpayer and his 
wife detailed 
travelogue while making a trip around 


compiled a diary and 
the world. They attempted unsuccess- 
fully to sell their notes for publication, 
and sought to deduct the cost of the trip 
as a business expense. Neither had been 
engaged before in the business of writ- 
ing. The court denies the deduction on 
the ground that taxpayer’s writing activi- 
ties could not constitute a trade or busi- 
ness. It points out that to allow the de- 
duction would be an invitation to many 
taxpayers to convert pleasure trips into 
business trips at the expense of the rev- 
enue. The court notes that taxpayers 
were motivated not only by the hope of 
selling the book but also of visiting their 
son in Japan. Wright, 31 TC No. 131. 


Interest on tax deficiencies is non-busi- 
ness deduction. Interest paid on _ his 


personal income tax deficiencies by tax- 
payer was a non-business deduction ai- 
though the deficiencies may have related 
to business items. Thus the net operat- 
ing loss carryover must be reduced by 
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the amount of the deduction. Morse, DC 
Minn., 3/16/59. 


Salary payments to widow of officer de- 
ductible. Voluntary payments were made 
by a bus company to its past president’s 
widow (neither he nor she were stock- 
holders) in the total amount of some 
$90,000 over the period 1938-1948. The 
allowed the deduction 
$7,500 a year) through 1943; at issue here 
is the disallowance for 1944 and later 
years. The court finds the payments to 
be deductible as an ordinary and neces- 
sary business expense, even though the 
payments may have been gratuitous and 
not in the nature of additional compen- 
sation. One dissent on the ground that 
the payments previously allowed were 
generous; by this time the payments 
should be recognized as gifts. Fifth 
Ave. Coach Lines, Inc., 31 TC No. 111. 


Commissioner 


IRS employee denied auto expenses in 
excess of reimbursement. An employee 
the IRS is held to have failed to 
prove error in the Commissioner’s alloca- 
tion of basis between land and building 
fer purposes of depreciation of rental 
property; he offered no evidence to dis- 
prove the Commissioner’s assumptions 
and estimates. The court also disallows 
in its entirety depreciation claimed on 
in 


of 


an auto excess of a reimbursement 
allowance of 714¢ per mile because no 
evidence offered. Mitton, TCM 
1959-40. 


was 


Agent’s advances to singer deductible 
[Acquiescence]|. Taxpayer, agent, 
made a series of payments aggregating 
$3,600 for living expenses and lessons in 
an attempt to make a “star” of a singer 


an 


named Bob Houston, expecting to de- 
rive substantial fees as his agent if he 
had succeeded. However, the project was 
a failure. The payments, being proxi- 
mately related to taxpayer’s business, 
were held deductible as ordinary and 
necessary expenses. Levy, 30 TC 1315, 
acq. 1959-13. 
Farming operations not a_ business; 
losses disallowed. Upon considering all 
the evidence, the Tax Court concluded 
that taxpayer, a retired sales manager, 
was not engaged in operating a farm for 
profit or as a trade or business so as to 
be entitled to deduct a loss from such 
operations. He had bought the place 
years before and lived on it after his 
retirement. He lost $3,000 to $4,000 a 
year; he made sales of less than $i00 





each year though he used some produce 
himself. This court affirms. McGhee, CA. 
6, 2/28/59. 


Expenses of restaurant owner reduced, 
The court upholds the Commissioner's 
allowance of half of the claimed expenses 
by a restaurant owner for hiring of help, 
and his reduction of the food costs by 
$312 as representing food consumed by 
the owners. There were few records and 
the Commissioner's estimates were “lib- 
eral.” Meyers, TCM 1959-39. 


Tenant by entirety entitled to deduct 
all taxes and interest paid. Taxpayer 
and his divorced wife owned property 
in Massachusetts as tenants by the en- 
tirety, which property was sold in the 
taxable year. The buyers subtracted from 
the purchase price an amount then due 
and payable for taxes and mortgage 
interest. The court found that taxpayer 
in effect paid the taxes and interest and 
that he is entitled under Massachusetts 
law, as a tenant by the entirety, to de. 
duct on his separate return the full 
amount (rather than only half) of the 
taxes and interest. Milgroom, 31 TC No. 
129. 


Salvage reduces apparent loss in non- 
business casualty. Taxpayer's yacht, 
which had a basis of $92,000 and a fair 
market value of $125,000 was almost 
totally destroyed by fire. The IRS took 
the that 
casualty loss as the yacht had a salvage 
value of $5,000 and the taxpayer had 
received insurance proceeds of $90,000 
for the yacht. This court allows $2,000 
casualty loss. The correct method of 
computing a casualty loss is to determine 
the apparent loss by deducting salvage 
value from the fair market value before 
the casualty ($125,000 minus $5,000). 
Then from the apparent loss ($120,000) 
or the ($92,000), 
smaller, subtract the insurance or other 
compensation ($90,000) to determine the 
deduction. This is the 
method used in the Treasury pamphlet, 
Your Income Tax, and the court says it 
is not understandable why the govern- 


position taxpayer had no 


basis whichever is 


casualty loss 


ment is here refusing to accept this 
method which taxpayer used. Sears, DC 
Ohio, 2/10/59. 


IRS will allow sudden termite damage 
as casualty. The Service announced that 
it will follow the Buist case (DC S. C. 8/ 
21/58) which treated termite damage 
as a casualty loss because the infestation 
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and damage occurred within a short 
period. The IRS pointed out that the 
court distinguished other cases in which 
such treatment was denied because the 
infestation, occurring over a period of 
several years, was not sudden and there- 
fore not a casualty. It had been Buist’s 
custom to have his beach cottage in- 
spected by a builder each spring before 
the summer‘s use. The inspection in the 
spring of 1953 disclosed no termites, and 
none was found that year. The exam- 
ination in June 1954, however, disclosed 
a heavy infestation of termites. Having 
thus pinpointed the time of the infesta- 
tion, the district court held that the 
taxpayer has shown that the attack of 
termites was sudden, in the nature of a 
casualty. The Service cautions that it 
will follow the rule of the Buist case 
only where the facts are substantially 
similar. TIR-142. 


Interest on unpaid business purchase 
price a business expense. Taxpayer paid 
interest on the unpaid balance of the 
purchase price for a share in a part- 
nership business. It is not a business ex- 
pense deductible in arriving at adjusted 
gross income. The amount is allowable 
only as a deduction from adjusted gross 
income since it represents interest on a 
personal obligation created in acquiring 
a capital investment. Wallendal, 31 TC 
No. 127. 


Legal fees not allowed with standard 
deduction. Legal fees paid in connection 
with a tax controversy are deductible 
as a non-business expense and cannot be 
taken if the standard deduction is 
claimed. Moser, TCM 1959-25. 


Estimated tax penalty upheld. The 
court holds that taxpayer did not show 
that the failure to file a 1952 estimated 
tax was due to reasonable cause. The 
only evidence shown by taxpayer was 
that the accounting firm which prepared 
his return for 1951 did not refer in its 
transmitting letter to a declaration of 
estimated tax for 1952. Stout, 31 TC No. 
124. 


Two-year job not temporary. A boiler- 
maker who resided in Alabama was sent 
by his union to Rome, Georgia, for em- 
ployment there in installing three large 
steam boilers. With the exception of two 
brief periods of about two weeks each, 
when a non-related union was on strike, 
he was continuously employed at the 


Rome plant for a period of approxi- 


New foreign decisions this month + 


mately two years. The Tax Court denied 
him claimed meals and lodging in Rome, 
Georgia, as traveling expenses while 
away from home. His employment there 
was not “temporary,” it was, it said, of 
“indefinite” duration. This court-affirms; 
the test applied by the Tax Court has 
been approved by the Supreme Court in 
Peurifoy. Claunch, CA-5, 3/10/59. 


Per diems, considered to be accounted 
for, are 125% of Federal allowance. 
In Rev, Rul. 58-453 the Service ruled 
that an employee will be considered to 
have accounted to his employer for 
mileage allowances not more than i2.5 
cents a mile and per diems subsistence 
not more than $15 a day. These figures 
are 125% of the allowances of the fed- 
eral government to its employees. To 





New foreign decisions this month 


333 


avoid changing the ruling every time 
changes in allowances are made, Rev. 
Rul. 58-453 will appear in the cumula- 
tive bulletin not with the absolute 
figures but with the standard stated as 
125% of the federal allowance. An- 
nouncement 59-36. 


Part of accident and health premiums 
is deductible as medical expense {Acqui- 
escence|. Where premiums are paid on 
policies of insurance providing in- 
demnity for accidental loss of life, limb, 
sight and time and also providing for re- 
imbursement of medical expenses result- 
ing from nondisabling accidents, that 
portion of the premiums attributable to 
the medical-expense benefits constitutes 
a deductible medical expense. Heard, 
30 TC 1093, acq. IRB 1959-12. 


Belgian not entitled to claim French in- Allowance of Puerto Rican taxes as 


come tax for foreign tax credit. income 
taxes paid to France on income arising 
in that country, by a Belgian citizen, 
resident of the U. S., may not be credited 
against the U. S. income tax. Belgium 
does not satisfy the similar credit require- 
ment of Section 901(b)(3) with respect to 
French income taxes. Rev. Rul. 59-85. 


Brazilian withholding tax allowable as 
credit. Although the Brazilian tax of 
25% on royalties withheld pursuant to 
Brazilian. Decree #36773 qualifies as an 
is allowable for the 
foreign tax credit, the additional “tax” 
imposed by Article 3 of Law No. 1474 
does not qualify and is therefore not 
allowable as a credit. This amount is 
refundable in the form of re-equipment 
bonds issued in the sixth year to tax- 
payers, bearing 5% interest and paid an- 
nually. Rev. Rul. 59-70. 


income tax, and 


Foreign tax credit with respect to dis- 
tributions of wholly-owned foreign sub- 
sidiary. The Service discusses the method 
of computing the foreign tax deemed to 
have been paid by a domestic corpora- 
lieu of 
ceived by the domestic corporation from 
its wholly-owned subsidiary. The fees 
were allowed as a deduction to the sub- 


tion on fees in dividends re- 


sidiary in computing its income subject 
to tax in the foreign country. In effect 
these fees being treated as dividends do 
expense, reduce the sub- 
sidiary’s accumulated earnings. Rev. Rul. 
59-71. 


not, aS an 


credit. The Service discusses various 
questions pertaining to the allowance of 
a credit against U. S. taxes for taxes 
paid or accrued to Puerto Rico under 
the “pay as you go” provisions of the 
Puerto Rican Income Tax Act particu- 
larly the treatment by cash and accrual 
basis taxpayers of the tax forgiven when 
the system became current in 1954. Rev. 
Rul. 59-101. 


Foreign corporation fails to qualify as 
a resident. Taxpayer held part of the 
holdings of Axel Wenner-Gren. It as- 
sumed some of his liabilities to U. S. 
bank and held his stock in Servel and 
Electrolux which it pledged as security. 
It claimed the tax status of a resident 
foreign corporation in order to receive 
tax benefits under 1939 Code Section 
231. [Under both the 1939 and 1954 
Codes a foreign corporation engaged in 
business in the U. S. pays the regular 
rates on income from U. S. sources and 
is allowed deductions; one not so en- 
gaged pays 30% on fixed and determin- 
able income from U. S. sources and is 
allowed no deductions.—Ed.| The Tax 
Court found that taxpayer here was not 
“engaged in business” in the U. S. and 
did not qualify. There was neither con- 
sistency nor frequency in those few 
isolated activities which could even be 
considered as “business.” Consequently, 
taxpayer must pay the 30% tax on de- 
terminable income and is allowed no de- 
ductions. This court affirms. Continental 
Trading Inc., CA-9,3/10/59. 
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IRS, Tax Court wrong in making sale 


of sublet leasehold ordinary income 


by RAYMOND RUBIN 


Having given up on the argument that cancellation of a lease can’t be a sale 


because the lessee’s rights are extinguished, not transferred, the IRS has ruled 


that if the lease surrendered was subject to subleases then only contract rights were 


surrendered producing ordinary income. Mr. Rubin shows the fallacies in this 


reasoning and that it is not firmly based on the Hort case, cited as authority for 


it. The recent Tax Court Metropolitan Building decision, he shows, did not analyze 


the facts correctly and its holding, apparently accepting the IRS contract-rights 


theory, is inconsistent with the one reached in a second issue in the case. Therefore, 


its value as a precedent is small. 


NTIL RECENTLY, the Commissioner’s 
pee to treat proceeds from the 
transfer by a lessee of his leasehold as 
ordinary income have met with no suc- 
cess. A recent case, nowever, Metropoli- 
tan Building Company (31 T.C. No. 95 
(1959)), furnishes some support for the 
position which now seems to be the 
basis for his attack. 

Most of the past decisions have in- 
volved payments received by lessees from 
their landlord on cancellation of the 
lease. The Commissioner’s contention 
was that a cancellation is not a “sale 
because a “sale” involves a transfer of 
rights which continue to be “property” 
in the hands of the transferee.1 A lessee’s 
rights, however, were said to terminate, 
upon a lease 
” “exchange,” 


” 


or become non-existent, 
cancellation. Since a “‘sale, 
or “involuntary conversion” was a pre- 
requisite to capital gain treatment under 
Section 117(a) or Section 117(j) of the 
1939 Code (these requirements are con- 
tinued under Section 1222 and Section 
1231 of the 1954 Code), a lease cancella- 
tion could not qualify. 

The courts rejected the Commission- 
er’s contention on the ground that a 
tenant’s leasehold interest involves the 
right to possession of the premises, which 
is a substantial property interest both 
before and after transfer to the land- 
lord.2 The Commissioner finally ruled 


that a lease cancellation is a “sale’’ for 
purposes of the 1939 Code.? and Section 
1241 of the 1954 Code provided the rule 
that a cancellation is an 
change.’’4 


lease “ex- 
In ruling that a cancellation is a 
“sale,” however, the Commissioner made 
plain that he was not abandoning his 
attack, but only the argument previously 
used by him in litigation. The ruling re- 
lies, in part, on an earlier one® which 
stated a different basis for treating lease- 
hold cancellations as ordinary income- 
producing transactions. The rulings hold 
that where a leasehold is transferred 
subject to a sublease to another, the pro- 
ceeds are ordinary income because they 
are paid for “contract rights” and are 
essentially a substitute for the rents that 
would have been received from the sub- 
lessee had the leasehold been retained. 
The net effect of the rulings, therefore, 
is to concede capital gains treatment 
only to the extent that “possessory 
rights” are sold; i.e., rights of the tax- 
payer to occupy the premises. (If the 
possessory rights in question are held for 
sale in the ordinary course of business, 
ordinary income would still result.) 


Analysis of the rulings 


Primary reliance in the rulings is on 
Hort (313 U.S. 28 (1949).) In the Hort 
case the taxpayer’s lessee paid him a 











sum of money to cancel a lease which 
still had several years to run. The tay. 
payer-lessor claimed that the payment 
was received on the sale of a capital 
asset, his lease. The Supreme Court de. 
clined to respond to the taxpayer's argu. 
ment that its rights under the lease were 
a capital asset, and held for the Com. 
missioner because the “cancellation of 
the lease involved nothing more than 
relinquishment of the right to future 
rental payments in return for a present 
substitute payment and possession of the 
leased premises.” —The Commissioner's 
present position appears to be that the 
proceeds of a transfer of a lease by a 
lessee, subject to subleases, are of the 
same nature. 

This position seems erroneous, both 
in its reliance on the Hort case and un- 
der general principles of tax law affect. 
ing the capital-gain-versus-ordinary-in. 
come question. 

The taxpayer in the Hort case owned 
a fee interest in the property. The lease 
cancellation did not result in a surren- 
der of the taxpayer’s entire interest in 
the property, but only of his rights un- 
der the lease. Such a transaction does 
not amount to a “‘sale.”® In order fora 
sale, exchange, or “other disposition” to 
occur, a complete surrender of property 
to another is necessary.7 If a sale or ex- 
change is absent, capital gain treatment 
is inapplicable. But, where a lessee sur- 
renders his lease to his landlord, he re. 
tains no interest in the lease; according. 
ly, the transaction may be treated as a 
sale. 

The decision in the Hort case could 
have been based on the ground that no 
sale occurred. The basis for the decision 
is not wholly clear. The Commissioner 
has apparently chosen to interpret the 
Hort case to mean that “contract rights,” 
which are mere substitutes for ordinary 
income, are not capital assets. (The 
meaning of the term “contract rights,” 
as used in this article, is limited to a 
lessor’s rights under a lease or sublease. 
The term may have wider connotations 
under the tax law, which, however, are 
not within the intent of the term as here 
used.) Therefore, even if such rights are 
transferred by sale, ordinary income is 
realized. It seems unlikely that the Hort 
decision has the broad meaning regard- 
ing contract rights apparently attached 
to it by the Commissioner. 

To argue that a sale of contract rights 
should result in ordinary income treat- 
ment because the proceeds are a “mere 
substitute for ordinary income,” while 
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allowing capital gain treatment for a 
sale of possessory rights seems anomal- 
ous. The right to possession of property 
used in business is also usually produc- 
tive of ordinary income. That the ordi- 

nary income to be derived from a lease 
becomes fixed under a sublease and orig- 
inates in part from the activities of the 
sublessee seems to have no bearing on 
the question. 

Thus, suppose A and B have leased 
similar, adjoining property from the 
same landlord. A has subleased his prop- 
erty to another for operation as a park- 
ing lot, while B himself runs a similar 
business on the property. Subsequently, 
each assigns his entire interest to the 
landlord for the same amount of con- 
sideration. It may be true that the pay- 
ment received by A is a mere substitute 
for the ordinary income which he would 
have received had he retained his lease 
and received rents from his sublease. 
However, B also would have received 
ordinary income had he continued to 
operate the parking lot. The value of 
any business asset, and hence the price 
which a buyer will pay for it, is based 
on its income-producing capacity. 

The Commissioner’s position seems 
to imply a correlation under the law 
between contract rights and ordinary 
income, and between possessory rights 
and capital gains. No such correlation 
The transfer of possessory rights 
does not result in capital gain where the 
transferor retains a the 
Thus, if property held in fee 
is leased for a term of years, the rent is 
not a capital gain, even though paid in 


exists. 


reversion in 
pre yperty ° 


a lump sum at the signing of the lease. 
no case has been found in 
posi- 
tion that ordinary income treatment 
should be applied to sales of fee inter- 


Furthermore, 
which the Commissioner took the 


ests subject to a lease, in spite of the fact 
that such transactions also involve sales 
of contract rights. 

rhe two rulings previously referred 
to deal directly only with leasehold can- 
cellations. rationale, however, 
Cf., Fairbanks, 306 U.S. 436 (1939). 


*McCue Bros. and Drummond, Inc., 210 F.2 
752 (2d Cir. 1954; cert. den. 348 U.S. 829 (1964): 


Their 


Golonsky, 200 F.2d 72 (3d Cir. 1952; cert. den. 
345 U.S. 939. 
* Rev. Rul. 56-531, 1956-2 Cum. Bull. 983. 


Rev. Rul. 129, 1953-2 Cum. Bull. 983. 
See Levy PA, 10 JTAX 212, Apr. 1959 for a 
— complete discussion of these questions. 

, Harry L. Barnsley, 31 TC No. 130 (1959). 
Of Burnet v. Harmel, 287 U.S. 103 (1932); 
Midwest Motor Express, Inc., 251 F.2d 405 (8th 
Cir. 1958); but ef., Gillette Motor Transport, 
Inc., F.2d. (5th Cir. 1959). 
§ An extensive discussion of the arguments for 
and against capital gain treatment in general 
are beyond the scope of this article. See Seltzer, 
The Nature and Tax Treatment of Capital Gains 
and Losses (1951); Surrey and Warren, The In- 
come Tax Project of the American Law Institute, 
66 Harv. L. Rev. 671, 801 (1953). 


appears to be applicable to sales of 
leaseholds to third parties, and to sales 
of fee interests. In the Metropolitan 
Building case discussed below, the Com- 
missioner attempted to apply the ap- 
proach of the rulings to the sale of a 
lease to a third party, although his argu- 
ment there was apparently based partly 
on the fact that the lease in question 
had only a short period to run when it 
was sold. However, in Walter H. Sutliff, 
acquiesced by the Commissioner (46 
B.T.A. 446 (1942); acquiesced 1942-1 
Cum. Bull. 16), it was held that a sale 
to a third party of a leasehold subject 
to a sublease resulted in capital gain. 
Thus, it would appear that at least 
where fee interests are sold together 
with contract rights, capital gain treat- 
ment is applied. 

It could very well be argued, of course, 
that a distinction is possible between 
sales of fee and leasehold interests. 
Leasehcld interests, being intangible, 
may more easily be transmuted from 
capital assets into mere contract rights. 
However, there is nothing about intangi- 
bility, per se, which is inconsistent with 
capital gains treatment. Furthermore, 
such an approach would attribute too 
much importance to ownership of title. 
For example, where a lessee erects a 
building on leased land, it is often pro- 
vided that title to the building belongs 
to the landlord upon its completion. 
The lessee would thus own a leasehold 
rather than a building. Therefore, there 
seems to be no reason for a different rule 
for leaseholds and fee interests. 

There appears to be no sound basis 
for a distinction between contract rights 
possessory rights. When a _ lessee 
gives up his possessory rights by sub- 
leasing for a fair rental, the transaction 
does not materially increase or decrease 
the value of the lease. The rentals under 
the sublease are merely a reflection of 
the value of the lease. Thus, if the fair 
rental value of space in a building is $5 
a square foot, and a sublease at that rate 
is entered into, the value of the lease is 
not affected. This, of course, is not true 
if the sublessee makes a bad bargain. 
However, bad bargains are not normal, 
nor does the Commissioner restrict his 
argument to such cases. The underlying 
lease may previously have appreciated 
or depreciated in value 


and 


because of 


changes in the economy, the improve- 
ment or deterioration of the neighbor- 
hood, or the supply-demand situation. 
However, these long-term factors affect- 
ing value and the rate of rental which 
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can be obtained have nothing to do 
with the sublease and are some of the 
standard justifications for capital gain 
treatment.8 

For the reasons stated above, it should 
make no difference that the property 
transferred includes contract rights. 
Where the underlying property is a 
capital asset or a Section 1231 asset and 
the taxpayer has surrendered all his 
rights in the property, so that a sale or 
exchange has occurred, capital gain 
treatment should be applied. 


Tax aspects of accounting ° 


Metropolitan Building decision 


The theory of the leasehold cancella- 
tion rulings was recently tested in the 
Metropolitan Building case. Two issues 
were and the Commissioner 
cited one of the rulings in support of 
his position on each issue. 

The taxpayer had acquired in 1907 a 
lease of a large tract of land, which was 
to expire in 1954. The leased property 
was owned by the University of Wash- 
ington. A portion of the property had 
been subleased by the taxpayer in 1922 
to Olympic, Inc., for a term ending one 
day before the expiration of the tax- 
payer’s lease. The sublessee erected a 
hotel on the subleased property. 

In 1952, the year of the transaction in 
question, and two years prior to the ex- 
piration of the lease, the sublessee pro- 
posed a new lease to run directly from 
the University to Olympic, Inc. The new 
lease was to commence in 1952 and run 
for a term of twenty-two years. How- 
ever, since the taxpayer’s lease still had 
the University re- 
quested the taxpayer to reach an agree- 
ment with Olympic, Inc., regarding the 
amount to be paid to the taxpayer as 
consideration for the release of its lease- 
hold An amount was agreed 
upon which was in excess of the remain- 
ing rent payable under the sublease. 
This amount was paid by the sublessee 
to the taxpayer. Thereupon, the tax- 
payer released all of its leasehold inter- 
est in this parcel to the fee owner, sub- 
ject to the sublease with Olympic, Inc. 
On the same day the University entered 
into a new lease with Olympic, Inc., for 
twenty-two years. 

The Commissioner claimed that the 
transaction resulted in ordinary income. 
The Tax Court upheld the Commis- 
sioner, relying mainly on the Hort case. 

The second issue presented the ques- 
tion of whether capital gain treatment 
was proper on the sale of the remaining 
portion of the same leasehold tract as 


involved, 


two years to run, 


interest. 
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[Mr. Rubin is a member of the New 
York Bar, associated with the New York 
law firm of Wien, Lane, Klein & Purcell. 
His articles have appeared frequently in 
The Journal of Taxation.] 





was involved in the first issue. In 1954, 
when the taxpayer’s lease had about ten 
months left to run, the taxpayer assigned 
it to a party unrelated to either the tax- 
payer or the University, together with 
all subleases, furniture and fixtures, and 
other assets used in connection with the 
operation. 

On this issue the Tax Court held in 
favor of the taxpayer. The court treated 
as a settled proposition that a transfer 
of a leasehold interest, subject to sub- 
leases, to a third party constituted a sale 
of property under Section 117(j) of the 
1939 Code. In deciding in favor of the 
taxpayer, the court relied on his sur- 
render of its entire leasehold interest, 
and rejected the Commissioner’s argu- 
ment regarding the disposition of con- 
tract rights. Nor did it find material that 
the taxpayer’s lease had only ten months 
left to run when assigned. 

The reason for the court’s failure to 
make a similar analysis and reach a simi- 
lar result on the first issue is not clear. 
The court concluded that the substance 
of the transaction was a cancellation of 
the sublease, so that the Hort case was 
controlling. In this the court seems to 
have been misled by factual ambiguities. 
Thus, although the leasehold was trans- 
ferred to the taxpayer’s landlord, the 
consideration for the transfer was paid 
by the taxpayer’s sublessee. 

The taxpayer’s attempt to distinguish 
the Hort case on the ground that it sur- 
rendered its entire interest in the prem- 
ises to the fee owner was rejected. Ap- 
parently, the Court believed that the 
taxpayer’s transfer of its lease to the fee 





COMPLEX TAXES WASTE BRAINS 


THE PRESENT COMPLEX SYSTEM Of income 
tax is syphoning far too much brain 
power from industry. At its inception 
income tax was a simple and small levy 
on income, and its payment was a simple 
matter. Now it has become a major in- 
dustry employing many of the best 


brains of the land—brains which the 


country sorely needs for other purposes. 
A simplification of the present tax sys- 
tem is needed.—Niall B. Hodge, speak- 
ing to the Scottish Plant Owner’s As- 
sociation. vr 
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owner was independent from the receipt 
of consideration. The Court stated, 
“However, the principle set forth in 
Hort, supra, is applicable upon a tax- 
payer cancelling a sublease and receiv- 
ing a payment from his tenant therefor, 
and cannot be avoided merely by a si- 
multaneous assignment of the underly- 
ing leasehold interest. A holding to the 
contrary would do violence to that prin- 
ciple because the fact that the under- 
lying leasehold interest happened to be 
transferred at precisely the same time 
does not in any way change the nature 
of the payments received for cancella- 
tion of the sublease.” (Emphasis sup- 
plied.) This view is completely unreal. 

The taxpayer’s leasehold interest was a 
valuable one. If the taxpayer had been 
free not to transfer its lease after re- 
ceiving the consideration from the sub- 
lessee, it would most certainly have re- 
tained it. However, it appears that the 
taxpayer was legally obligated to make 
the transfer, in consideration of the pay- 
ment. It therefore seems quite clear 
that the surrender of the taxpayer's 
leasehold and the receipt of payment 
were completely interdependent trans- 
actions. 

It should also be noted that the pay- 
ment by the sublessee was not made to 
escape from a burdensome rent obliga- 
tion under its sublease. Its sublease was 
a valuable asset, unlike the lease of the 
lessee in the Hort case. The payment by 
the sublessee in Metropolitan Building 
was made in order to eliminate the tax- 
payer’s two-year lease position so that a 
new long-term lease could be made. 
Thus, the situation under discussion was 
very different from the one in the Hort 
case, and materially so in that the tax- 
payer in the Metropolitan Building case 
gave up its entire interest in the lease in 
return for the payment received by it. 

It is arguable whether, in substance, 
the transferee of the taxpayer’s lease 
was its sublessee or the fee owner. But 
if it is accepted that the crucial question 
is whether the taxpayer has surrendered 
its entire interest in the property, the 
identity of the transferee is not mate- 
rial. Where a fee owner sells his prop- 
* See 31 TC No. 95, fn. 1. 
to“. , , the Internal Revenue Service now holds 
that amounts received in consideration of the 
surrender or release by the tenant to the land- 
lord of possessory rights in real estate under a 
lease or under a statute entitling the tenant to 
continue in possession following expiration of the 
lease, or amounts received by the tenant from 
the landlord in consideration of the relinquish- 
ment of the lease covenant restricting the use of 
the real estate by the landlord, constitute pro- 
ceeds from the sale of a capital asset within the 
meaning of Section 117 of the Internal Revenue 


Code of 1939. 
“The above holding does not apply to a situa- 





erty to a lessee, the Hort case does no 
require the proceeds to be treated as op. 
dinary income. No different result seems 
required if a lessee sells his entire inter. 
est to a sublessee. 

Apparently, the Tax Court did not 
feel completely at ease in its reliance on 
the Hort case. Part of the opinion seems 
to rest on the alternative ground that 
the value of the lease was entirely “at. 
tributable to the sublease.” “. . , peti- 
tioner did not receive any amount for 
the assignment of the lease which was 
not attributable to the value of the sub. 
lease. The sublease was the source of 
income from the leasehold and its term 
was of the same duration as the under. 
lying leasehold within one day 
The petitioner has failed to prove that 
any part of the amount received, $137, 
000, was solely+for the transfer of the 
underlying leasehold, as distinguished 
from the amount received for the can- 
cellation of the sublease.” This approach 
seems essentially similar to the one con- 
tained in the rulings discussed above.10 

The rents payable under the sublease 
were far lower than the fair rental value 
of the subleased premises. The sublease, 
far from enhancing the value of the tax- 
payer’s lease, was a burden which, if re. 
moved, would have multiplied its 
value.11 

Therefore, the Tax Court’s conclu- 
sion that the value of the lease was en- 
tirely “attributable to the sublease” dis. 
regards the economic realities. The con- 
clusion seems rather to be an acceptance 
of the position adopted in the Commis. 
sioner’s rulings that when _possessory 
rights become contract rights because of 
a sublease, gain on the sale is ordinary 
income. For the reasons stated above, 
there is no merit to this approach. 


Implications of the decision 


Although the decision in the first issue 
seems to support the approach of the 
rulings discussed above, this probably 
has no broad significance. The decision 
is also apparently partly the result of an 
incomplete understanding of the trans- 
action. The Tax Court’s flat rejection 
of what was essentially the same argu- 


tion involving the transfer, for a lump sum, of 
the right to collect ordinary income. Compare 
Reveune Ruling 129, C.B. 1953-2, 97, and citations 
therein, holding that payments received by 4 
lessee-sublessor attributable to an assignment of 
subzsisting subleases on leased property in con- 
nection with the reassignment of the basic 
ground lease to lessor are includible in gross in- 
come of the lessee-sublessor as ordinary income.” 
Rev. Rul. 56-531, 1956-2 Cum. Bull. 983. 

"The rent payable under the sublease for the 
two-year period wa sestimated at $97,000. The 
sublessee paid the University $625,000 for the 
same period, in addition to the $137,000 paid to 
the taxpayer. 
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ment in the second issue seems a more 
reliable indication of its future position. 

It is of interest that the Commissioner 
attempted to extend the rationale of the 
rulings to a sale of a lease to a party 
other than the landlord. In view of the 
Commissioner’s continued acquiescence 
in the Sutliff case, it may be that similar 
attempts in the future will be restricted 
to sales where the lease has only a short 
time to run until expiration. 

It should also be noted that the ap- 
proach of the rulings is not affected by 
the enactment of Section 1241 of the 
1954 Code. Section 1241 only provides 
that a leasehold cancellation is to be 
’ so that it can 
still be argued that a leasehold cancel- 
lation produces ordinary income to the 
lessee to the extent that contract rights 
of the lessee are involved. vw 


treated as an “exchange,’ 


Depreciation and 
just taxation 


[AX DEPRECIATION should no longer be 
considered a method of cost allocation, 
Dr. Willard J. Graham, told the Con- 
trollers Institute of America recently. 
Tax depreciation, he said is an instru- 
ment of social policy. 

Dr. Graham, who is professor of Ac- 
counting at the University of North 
said that the 
provisions for 


Carolina, indiscriminate 
allowances 
and accelerated depreciation (including 
declining amount) have no necessary re- 


lationship to the expiration of useful 


investment 


life—to the net value of services rendered. 

Sound accounting will be impossible 
so long as we ignore, and conceal by 
subterfuge, one of the important eco- 
nomic facts of life, viz., that the dollar is 
no longer a uniform, stable, constant 
measure of economic power. Stratagems 
of various kinds are frequently employed 
to achieve by the back door some of the 
benefits of current dollar depreciation: 
underestimates of useful life, charges to 
current operations of items which would 
be capitalized, more rapid declining- 
amount depreciation than is justified. 
For financial reporting, any artificial 
speed-up of original cost recovery lead- 
ing to currently larger depreciation 
charges is not an acceptable substitute 
for the restatement of original cost in 
current dollars. It is not good policy to 
offset one error against another and the 
offset tends to be temporary, for total 
recovery is limited to the dollar invest- 
ment. 


So long as depreciation deductions 


New accounting decisions this month + 


must be based on original dollar cost, it 
is almost certain that all of the foregoing 
speed-up devices taken together will fall 
far short of recovery of the current dol- 
lar equivalent of the cost of capital con- 
sumed, and that confiscation of «capital 
by taxation will continue. w 


Tax saved by deduction not 
measure of tax on recovery 


Tue IRS HAS ANNOUNCED that it will not 
follow the decision of the United States 
Court of Claims in Perry, 160 F. Supp. 
270. In that case a charity returned to 
the taxpayer a gift he had made and the 
Court of Claims held that the repayment 
was not income to the taxpayer, but that 
he must pay the amount his tax was re- 
duced in the year of the gift. 

In 1944 taxpayer had created a trust 
to which he gave land and securities to 
be used to construct a public library in 
his town. In 1953 the town decided not 
to build the library and the trust corpus 
was returned to the taxpayer. The court 
conceded that this transaction did not 
come the statutory tax-benefit 
rule, which applies to recoveries of taxes 
and interest only. However, it held that 
the left untouched and _ still 
valid the case law on tax benefit, which 
indicates (and the Regulations so pro- 
vide) that the principle is applicable to 
all recoveries of payments which resulted 
in a tax benefit. However, in trying to 
reach an equitable solution, the court 
did not require the taxpayer to include 
the recovery in income; it held that he 
must add to his 1953 tax otherwise com- 
puted the tax reducton effected in 1944 
by the shift. 


under 


Statute 


Two judges dissented, saying this kind 
of meticulous computation was not re- 
quired by the law was it 
adopted by Congress when it codified 
part of the tax-benefit rule. They think 
the court should follow the simpler rule 
requiring the inclusion in income of 
the recovery the related deduction for 
which resulted in a tax benefit. 

The IRS said that this decision con- 
flicts in principle with a long line of 


case nor 
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judicial authority holding that recover- 
ies of previously deducted items con- 
stitute taxable income in the year of 
recovery to the extent that a tax bene- 
fit was realized from the deduction. The 
IRS said that although it is not feasible 
that review by the Supreme Court of the 
United States be requested in the Perry 
case, the decision will not be followed as 
a precedent in the disposition of similar 
cases, pending further developments on 
the issue. vw 


Double tax accrual when 
city changes tax year 


A DOUBLE DEDUCTION of city tax will be 
permitted accrual taxpayers in 
West Hartford, Connecticut, when it 
changes its own accounting year.- Robert 
D. Miller, West Hartford CPA, com- 
mented on this interesting situation in 
his state tax column in The Connecticut 
CPA in March. “The town previously 
closed its books on February 28,” Mr. 
Miller said. “It is changing to a fiscal 
period ending June 30. Accordingly, it 
will levy two separate taxes on its Grand 
List of October 1, 1958—one for the 
four-month period ending June 30, 1959 
and one for the twelve-month period 
commencing July 1, 1959. 

“For taxpayers who use the accrual 
basis of accounting, Section 461 (c) IRC 
authorizes deduction of real property 
taxes ratably over the period of time 
covered. In Connecticut, property taxes 
accrue for Federal income tax purposes 
as of the Grand List date, which is also 
the lien date. 


basis 


“Thus, accrual basis taxpayers in West 
Hartford using the method authorized 
by Section 461 (c), IRC, would appear 
to be entitled to deduct ratably from 
October 1, 1958 to September 30, 1959 
the total of the real property taxes for 
the four month period ending June 30, 
1959 and for the 12-month period ending 
June 30, 1960. 

“This principle would appear to hold 
true whenever a Connecticut town or 
city changes its fiscal year without 
changing its assessment date.” w 


New accounting decisions this month 


Disposition of gift property not a busi- 
ness [Acquiescence]. As a gift taxpayers 
received a tract of land which they trans- 
ferred to a trust for purposes of liquidat- 
ing the property at a fair price. There 
was no advertisement of lots for sale and 





no soliciting of customers. Over a period 
of eighteen years sales had not exceeded 
40 lots. No regular sales agent was em- 
ployed; the trust had no office or em- 
ployees; its name did not appear before 
the public in telephone directories or 
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otherwise. Upon the basis of the whole 
record, the court concluded that the 
development and sales activities of the 
trust were not so extensive as to con- 
stitute the carrying on of a trade or 
business. Accordingly, gain realized by 
the trust on sale of the lots is entitled to 
capital-gains treatment. Moore, 30 TC 
1306, acg. 1959-12. 


Gain on license of patent to controlled 
corporation is capital. Taxpayer, while 
he was employed by a corporation of 
which he was the sole stockholder, in- 
vented a device which he patented. He 
then gave the corporation an exclusive 
license to make the device under a 
royalty arrangement. This court holds 
that the royalties were not a disguised 
dividend to taxpayer but the proceeds 
from the sale of the patent. The corpora- 
tion never had any shop rights in the 
patent, and the amounts of the royalties 
were not unreasonable considering the 
nature of the patent. Neugass, DC Okla., 
2/25/59. 


Gain on both unimproved and improved 
lots; taxpayer not entitled to capital 
gains treatment. Profit from the sale of 
improved and unimproved lots was prop- 
erly taxed as ordinary income. In the 
years in issue both types of lots were 
held primarily for sale to customers in 
the ordinary course of business. Although 
taxpayer had acquired the original tract 
as an investment, with the intention of 
building a home there, he later sub- 
divided the tract and entered in the 
business of building and selling houses 
on the lots. Patrick, 31 TC No. 121. 


Ordinary income on sale of rental cars. 
Taxpayer, an automobile dealer, realized 
ordinary income, the court holds, on sale 
of autos which it had acquired new and 
rented to different lessees for varying 
periods of time. It could not report the 
gain as capital gain on sale of “prop- 
erty used in the trade or business.” The 
court finds that the sale of the rental 
cars was not merely an incidental con- 
sequence of rental, but was frequent, 
continuous, and profitable. Taxpayer 
acquired, held, and sold the rental cars 
with the primary, essential, substantial 
and determining business purpose of sell- 
ing them to its customers in the ordinary 
course of its business. Greene-Holdeman, 
31 TC No. 134. 


Capital gain on subdivision of farm and 
sales of lots. Taxpayers bought a 20-acre 
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tract in 1941 with the intention of op- 
erating a walnut ranch. For several years 
thereafter, by irrigation and fertilization 
of the land, they increased their income 
from the sale of walnuts. But in 1946, 
when the city acquired a strip of land 
by condemnation for drainage purposes, 
use of the balance of the land as a farm 
was adversely affected, and taxpayers de- 
cided to sell the tract. They subdivided 
the land into lots but did no excavation, 
grading or advertising. All sales of the 
lots were initiated by the buyers. On the 
facts, the court holds taxpayers are en- 
titled to capital gain since the lots sold 
were not held by them primarily for sale 
to customers in the ordinary course of 
business. Massabni, TCM 1959-62. 


Gain on subdivided land previously held 
as investment taxed as ordinary income. 
A corporation realized substantial gain 
from the sale of lots which it subdivided 
from land originally held for investment. 
It made sizeable improvements to facili- 
tate the sales; the gain, the Service rules, 
constitutes ordinary income on the basis 
of cases holding that despite the original 
intention the land was held for sale at 
the time disposed of. Section 1237, per- 
mitting capital gain on certain subdivid- 
ing operations is not applicable here as 
stockholders do not qualify. Rev. Rul. 
59-91. 


Realty in mortgage fore- 
closure was capital asset. It became 
necessary for taxpayer, a mutual fire in- 
surance to foreclose 
number of mortgages it held as invest- 
ments. After the foreclosure, taxpayer 
held the property, collected rents and 
made repairs until a sale could be made. 
Upon sale, the loss was taken as a capital 
loss. The court upholds this treatment, 
permitting taxpayer to carry over the 
losses against capital gains. The real 
had the same nature 
capital asset as the mortgage from which 
it derived. Workmen’s Mutual Fire In- 
surance Society, Inc., DC N.Y., 2/17/59. 


acquired 


company, on a 


property as a 


Royalties paid ruled capital costs re- 
coverable through amortization. In 1920 
an inventor of locks assigned to a corpo- 
ration his first patents along with rights 
to improvements and additions invented 
or designed within ten years. This cor- 
poration granted taxpayer in 1928 a 
license to use the patents “now and here- 
after owned” by it. In 1949, the inventor 
assigned to a foundation the exclusive 
license to manufacture a key-in-the-knob 


lock, which the foundation then sub. 
licensed to taxpayer. The court, revers. 
ing an earlier opinion, holds that addi- 
tional royalty payments on the key-in. 
the-knob lock made by taxpayer to the 
inventor and to the foundation under 
the 1949 assignment were not “voluntary 
payments” for patents already owned, 
They were paid for substantial rights to 
new patents. These payments are re. 
coverable through depreciation and, fol- 
lowing Associated Patentees, 41 TC 979, 
the annual deduction allowable will be 
equal to the royalties paid each year, 
Best Lock Corp., 31 TC No. 125. 


Carrier gets capital gain on sale of 
trailers to its haulers [Non-acquiescence], 
Taxpayer was a common carrier, but the 
actual hauling was done by independent 
owner-operatorsor “brokers.” As_ tax- 
payer was able to purchase equipment 
at a fleet discount greater than could be 
obtained by the brokers, it ordered 
trailers for those brokers requesting them 
and then entered into a deferred-pay- 
ment arrangement with the 
whereby title would pass after six 
months. Until such time the _ brokers 
could use the trailers but only to haul 
for taxpayer. The court allows taxpayer 
to take depreciation on the trailers 
while it retained title. Noting that 
profits realized on such sales were rela- 
tively minor, the court holds the trailers 
were property held by taxpayer in its 
trade or business for over six months and 
qualified as Section 117(j) (equivalent to 
1954 Code Section 1231) assets. The gain 
thereon being capital gain was therefore 
properly excludable from taxpayer's 
excess profits net income. McCullough, 
27 TC 822, non-acq. IRB 1959-13. 


brokers 


Real estate broker not a dealer. Tax- 
payer ‘was actively engaged in business 
as a real estate broker. During the 
period 1952-5 he also sold twelve parcels 
of realty. The jury finds that ten parcels 
were held as investments, giving rise to 
capital gain. Taxpayer realized ordinary 
income on the other two. [The mem- 
orandum opinion does disclose 
under what circumstances these two par- 
cels were held to warrant the different 
result.—Ed.] Hardin, DC Fila., 12/18/58. 


not 


Amounts paid for covenant not to com- 
pete are ordinary income. Taxpayer and 
his brothers sold their stock in their 
wholly owned linen supply business for 
a fixed price and executed covenants not 
to compete for a separate payment. How- 
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ever, they reported both payments as 
capital gain. The Tax Court found that 
the covenant was an agreement separate 
from the sale of the stock; that it was 
reached between the parties in arm’s 
length negotiations; and that it cor- 
rectly incorporated the consideration 
paid for it, which was severable from the 
price of the stock. This court affirms the 
Tax Court holding that the payments 
were ordinary income. Ullman, CA-2, 
3/4/59. 


Ordinary income on demonstrator autos; 
caital gain on service pick-wp trucks. 
Taxpayer, an auto dealer which sold 
new and used cars and trucks, assigned 
new cars to its officers, department heads, 
and salesmen primarily for the purpose 
of displaying and demonstrating them 
to the public. It was the dealer's practice 
to replace the cars with new cars as soon 
as new models were received, and in 
any event when they had run 15,000 
miles. The Tax Court denied capital 
gains treatment on gains realized from 
the sale of such demonstrator cars as they 
were still held primarily for sale in the 
ordinary course of business. The cars 
were assigned only temporarily to use in 
the business and the assignment was at 
all times conditioned upon their with- 
after a comparatively short 
period in relation to their useful life. 
This court affirms; the findings are 
amply supported by the record. Duval 
Motor Co., CA-5, 2/26/59. 


drawal 


Fair market value of stock includes 
value for good will. Taxpayers in 1952 
sold their stock in a controlled corpora- 
tion to another controlled corporation 
for $165,000 which price was based upon 
net book value plus goodwill. The Com- 
missioner contended the stock was worth 
the agreed book value of $82,000 only 
and that the balance of $83,000 was a 
dividend. The court however finds as a 
fact that the stock did have a fair mar- 
ket value equal to the sales price. Gain 
on the sale was therefore properly re- 
ported as a long term capital gain. 
[Sales of one controlled company to an- 
other are specifically treated as dividends 
under the 1954 Code.—Ed.] Schahet, 
TCM 1959-51. 


Talking mule “Francis” was a capital 
asset to its creator. Taxpayer, the pub- 
lisher of the New Orleans Item, had 
dabbled at writing fiction, more or less 
as a hobby. None of his works had been 
published until, while on Army duty 
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in the Pacific, he conceived of the char- 
acter “Francis,” a talking mule. The 
Francis stories were published in book 
form. In 1950 taxpayer sold all of his 
rights to the novels and to “that certain 
character known as ‘Francis’ conceived 
and created by him” to a movie pro- 
ducer. The Tax Court found that tax- 
payer was not in the business of writing 
and, accordingly, in 1950, “Francis” was 
a Capital asset to him. It held that in 
later years, the Eisenhower amendment, 
removing copyrights and similar prop- 
erty from the capital asset category, is 
applicable. The literary character is not 
property separate from the copyright. 
This court affirms. Stern, CA-5, 2/18/59. 


License of patent not a sale; royalties 
ordinary income. Taxpayer assigned to 
his controlled corporation a non-exclu- 
sive license under a patent for which 
others had already been licensed. This 
court holds that the license to taxpayer’s 
corporation was not a sale of the patent 
and that the royalty payments are ordin- 
ary income to taxpayer. The court lists 
the following factors as showing the in- 
tent to license rather than to sell the 
patent: the terminology used; the non- 
exclusive nature of the license; the ac- 
tual licensing of others; the admission 
of taxpayer on the witness stand that he 
did not intend an assignment. The only 
factor pointing towards a sale of the 
patent was the necessity for concurrence 
by taxpayer's corporation in the granting 
of subsequent licenses. Walen, DC Mass., 
1/12/59. 


Trade-mark abandonment deductible in 
1944 although use ceased in 1930. In 
1930 certain inventions which taxpayer 
had purchased in the radio field be- 
came obsolete and the associated trade- 
marks were no longer used by it. The 
patents themselves expired in 1940. In 
1943, 1944 and 1945 taxpayer evidenced 
the abandonment of the trademarks by 
a resolution of the. board of direetors 
authorizing the abandonment, by allow- 
ing the trademark registration to expire, 
by writing off the trademarks’ costs on 
the books and by publishing a notice 
that it was abandoning them. The court 
allowed a deduction for abandonment 
in 1944, The failure to use a trademark 
does not establish abandonment, for the 
owner can still use it again on another 
product of the same class. Nor does the 
expiration of the patent on an inyention 
associated with a trademark show an 
abandonment, for the trademark ordin- 
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arily. continues, to be private property. 
Hazeltine Corp., Ct. Cls., 2/11/59. 


Insurance proceeds for use and occu- 
pancy taxable; direct damage payment 
subject to non-recognition provisions 
[Acquiescence]. A manufacturer of paper 
products which carried direct damage 
and use and occupancy insurance re- 
ceived $125,000 from the carrier in com- 
promise of claims for damages to some 
equipment. The Commissioner’s alloca- 
tion of $100,000 to use and occupancy 
(taxable as ordinary income), and $25,- 
000 to direct damage was deemed rea- 
sonable. Since taxpayer made a timely 
election under the involuntary conver- 
sion provisions of the law not to recog- 
nize any gain by replacement of the 
damaged property, the $25,000 for direct 
damage was held not includible in its 
income. The Commissioner argued that 
treating the insurance as tax free would 
allow a double deduction for depreciable 
property. Pointing out that its basis ex- 
ceeded $25,000 the court notes that the 
Commissioner can insist on reducing 
future depreciation. Marcalus Mfg. Co.., 
30 TC 1345, acq. IRB 1959-12. 


notes discounted are EPT 
borrowed capital. Because state law re- 
stricted the amount taxpayer could bor- 


Customers’ 


row from its bank by outright loans, it 
discounted installment notes receivable 
made by its customers. The district court 
held that, since taxpayer was only con- 
tingently liable on these notes, its liabil- 


ity arising only if the customer de- 
faulted. they did not constitute bor- 


rowed capital for purposes of the Korean 
excess profits tax. This court reverses 
with dissent. 
the 


one The majority feels 


substance of the transaction is a 


borrowing of funds, although in the 
form of a sale of the notes. The lower 
Court also refused to allow relief for dis- 
ruption of taxpayer’s production during 
the base period by virtue of a strike in 
a supplier’s plant and moving of its own 
plant because taxpayer failed to pro- 
duce evidence of a casual relationship 
between these exents and a diminution 
of its operations. This court reverses on 
this issue. The conclusion that its opera- 
tions were curtailed clearly follows from 
the fact of the strike. Burford-Toothake) 
Tractor Co., CA-5, 1/24/59. 


Loss on transfer of copper book plates 
denied. Taxpayer transferred a quantity 
of copper book plates in payment for 
storage charge of over $5,000 which had 
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accumulated on them. This court affirms 
the Tax Court denial of a deduction for 
the storage charges, or for depreciation 
or obsolescence of the plates, since tax- 
payer failed to prove a basis for the 
plates, or that they were used for busi- 
ness or held for the production of in- 
come. Deduction of certain personal 
items is also disallowed. Cooper, CA-4, 
3/30/59. 


Bank may charge bad debt reserve for 
less than defined minimum. Banks using 
the reserve method of accounting for 
bad debts permitted by Mimeograph 
6209 may deduct as an addition to the 
reserve less than the figure determined 
by the method shown in the mimeo- 
graph’ which involves a moving average 
of 20 years experience. Rev. Rul. 59-83. 


DEPRECIATION 


Double deduction permitted for vaca- 
tion pay in year vesting begins. Prior tc 
1945 taxpayer, though on the accrual 
basis, deducted vacation pay when ac- 
tually In 1945 taxpayer 
changed its vacation pay plan to provide 
for payment of vacation pay to em- 
ployees who quit during the year or are 
fired, and to the estate of a deceased em- 
ployee. Before 1945 there was no vaca- 
tion pay in the event of such termina- 
tions. The court holds that the changes 
eliminated any uncertainties in the al- 
lowance of 


disbursed. 


vacation pay and 
quently vacation pay accrued ratably 
during the year. It was thus proper to 
deduct in that year both the vacation 
actually and that accrued 
toward next year’s vacation at the year- 
end. Texaco-Cities Service Pipe Line 
Co., Ct. Clms., 3/4/59. 


conse- 


pay paid 


Can’t depreciate improvements to sub- 
divided real estate held for sale. Im- 
provements subdivided real 
held for sale, including the construction 
of roads and the installation of curbs, 


to estate 


gutters, water lines and storm sewers, 
are not depreciable property. The cost 
of such improvements is a capital ex- 
penditure, allocable to the basis of the 
unsold lots, to be realized upon ultimate 


sale of the property. Cooper, 31 TC 


No. 118. 
Depreciation on slot machines dis- 
allowed. The Tax Court disallowed 


claimed deductions for depreciation of 
slot machines, taxpayer having failed to 
show what was paid for the machines, 








their useful life, and the amount allowed 
or allowable in prior years. A loss o¢ 
casioned by the confiscation and destruc 
tion of the machines by state authori. 
ties is also disallowed there being no 
showing that the machines had any 
basis to the partnership. This court 
affirms. Delsanter, CA-6, 3/4/59. 


ACCOUNTING METHODS 


Liquidating cash-basis corporation must 
report accrued income. The stock of 
taxpayer was sold to another bank and 
the new owner voted to dissolve tax. 
payer. Even though taxpayer was ona 
cash basis, the ‘Commissioner required it 
to include in its last return interest in- 
come accrued up to the date of dis. 
solution. The IRS takes the position 
(Rev. Rul. 255, CB 1953-2, 10) that a 
cash-basis taxpayer who has performed 
substantially all the services necessary 
to establish its right to income, must 
accrue that income in its year of liqui- 
dation. The court agrees that this is a 
proper exercise of the Commissioner's 
right to require an accounting method 
that properly reflects income. Idaho 
First National Bank, CA-9, 3/10/59. 


Court determines amounts in purchase 
contracts attributable to covenants not 
to compete [Acquiescence]. Amounts re- 
cited in two contracts for the purchase 
of assets of two loan companies are 
found in part attributable to intangible 
assets in the nature of goodwill, and in 
part attributable to the vendor's cov- 
enant not to compete. In the absence of 
evidence in support of specific alloca- 
tion, the court applied the Cohan prin- 
ciple to make an appropriate allocation 
and permitted taxpayer to amortize the 
amounts its allocated to the covenants 
over the respective period indicated by 
the purchase contracts. United Finance 
and Thrift Corp. of Tulsa County, 31 
TC 30, acq. IRB 1959-12. 


Wage increases not accruable until lia- 
bility admitted. Wage increases deter- 
mined by arbitration in 1947 and 1949 
were not accruable as deductible ex- 
penses in 1946 and 1948, the court holds, 
because in the latter years the employer 
contested his liability for the payments. 
Fifth Avenue Coach Lines, Inc., 31 TC 
No. 111. 


Interest on contested tax deficiencies 
may be deductible before appeal period 
expires. Taxpayer had acquiesced in an 
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adverse Tax Court decision rendered in 
December 1948, which upheld defi- 
ciencies for the years 1943-1947. The in- 
terest on the deficiencies accrues in that 
year, the court holds, even though the 
taxpayer did not render to the Commis- 
sioner a formal commitment that he 
would not appeal from the decision. 
However, the litigation was in substance 
terminated in 1948. One dissent on the 
ground that the mere acquiescence by 
taxpayer before the end of the appeal 
period did not remove all elements of 
contingency with respect to the liability. 
Fifth Ave. Coach Lines, 31 TC No. 111. 


Can’t omit income or get double de- 
ductions on change from cash to accrual. 
Prior to 1952 taxpayer, a partnership, 
reported upon the cash basis. In 1952 
the partnership voluntarily changed its 
method of accounting and filed its re- 
turns on an accrual method. Since tax- 
payer had not shown that the method of 
accounting employed prior to the change 
was improper, the court finds that the 
Commissioner properly adjusted the re- 
ported income for 1952 by (1) the inclu- 
sion in income of amounts collected on 
accounts receivable at the beginning of 
the year which represented unreported 
sales in prior years; and (2) the elimina- 
tion from the computation of cost of 
goods sold of the opening inventory 
which had been deducted in a prior year. 
faxpayer argued that the earlier cash 
returns did not properly reflect income. 
Chis, the court holds, taxpayer did not 
prove. It was not unreasonable of the 
Commissioner to insist on adjustments to 
the first accrual return to prevent dis- 
tortion. Brookshire, 31 TC No. 119. 


DEDUCTIBILITY 


Cost of catalog a capital expenditure. 
Expenses paid by a lock manufacturer 
in 1951 and 1952 in preparing a catalog 
published in 
1956, 


could 


1953 and actually used 
are capital 
not be 


until expenditures 
deducted in the 
years of payment. Best Lock Corp., 31 


IC No. 125. 


which 


Litigation expenses are held to be capi- 
tal expenditures to perfect title. An inter- 
vivos trust operating and managing real 
estate, settled litigation instituted by 
members of the settlor’s family, by mak- 
ing payments to them. These costs and 
ittorneys’ fees in connection therewith, 
are held to be nondeductible capital ex- 
penditures to defend, perfect, or acquire 
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title to property. The court also denies 
a deduction for any portion of the liti- 
gation expenses paid by a corporation 
which was not a party to the litigation, 
ani was no more than incidentally 
affected by reason of the fact that its 
st« :-k was included in the property orig- 
inally transferred the trust. Parkway 
R: ilty Corp., TCM 1959-50. 


OPA treble damages not deductible; 
were due to negligence [Certiorari 
denied]. Taxpayer made many mistakes 
in setting its price under OPA. It settled 
by paying OPA $410,000 treble damages. 
Subsequently, it discovered an additional 
$4,000 violation and made a voluntary 
payment. These payments were desig- 
nated as penalties and the district court 
held that taxpayer could not attack that 
finding by trying to show it settled only 
to avoid publicity. Penalties are not de- 
ductible and, moreover, taxpayer can- 
not come under the rule permitting de- 
duction of OPA penalties for innocent 
mistakes. The taxpayer was guilty of 
gross carelessness in its OPA computa- 
tions. The Ninth Circuit affirmed. 
Julliard & Co., cert. den., 3/23/59. 


Law firm’s underwriting of losses of 
savings and loan association a business 
expense [Acquiescence]. For many years 
prior to 1935, taxpayer’s law partnership 
had been accumulating abstracts of titles 
to virtually every subdivision in a par- 
ticular county, enabling the firm to de- 
rive steady and substantial fees from 
mortgagors for making abstracts and 
rendering opinions on realty titles. In 
1953, when a particularly important 
money lender left the community, the 
law firm sought to augment its fees by 
organizing a Federal savings and loan 
association to provide mortgage loans, 
and agreed to make good the associa- 
tion’s operating deficits for the initial] 
three years. The court held that pay- 
ments the under 
this guaranty were not capital invest- 
mer *s, but were deductible by the part- 


made to association 


neiship as ordinary and necessary ex- 
penses, proximately related to the plan 
and purpose of providing an additional 
source of legal fees from abstract work. 
Snow, 31 TC 36, acq. IRB 1959-13. 


Bond financing fees amortizable [Ac- 
quiescence]. Fees incurred for “services 
in negotiating a bond financing” for a 
newly organized corporation are not or- 
ganizational expenses (not deductible in 
years at issue), but may be amortized 
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over the life of the bonds and deducted 
from gross income as amortized. [Under 
the 1954 Code organizational expenses 
may be amortized over a 60-month 
period.—Ed.} Leach Corp. 30 TC 563 
acy. IRB 1959-12. 


Cost for construction of building esti- 
mated at 17¢ per cubic foot. Taxpayer 
had constructed a building and charged 
off the cost to ordinary expense accounts 
and cash purchase accounts. Since the 
capital expenditures were thus buried in 
numerous accounts, rather than under- 
take the impossible task of hunting out 
each specific item to be capitalized, the 
Commissioner properly estimated that 
the cost of construction was to be set up 
at 17¢ per cubic foot. Western Supply 
and Furnace Co., TCM 1959-57. 


Deduction for liquor not allowable in 
dry state {[Certiorari denied]. Taxpayer, 
a Tulsa, Oklahoma, lawyer, spent $300 
for whiskey to entertain his clients. Not 
disputing that this is an ordinary and 
necessary the Commissioner 
denied the deduction saying that to 
allow it would frustrate the public 
policy of Oklahoma, a dry state. The 
Tenth Circuit agreed. Although the pur- 
chase and possession of liquor for one’s 
personal use and the use of one’s guests 
does not violate the Oklahoma statutes, 
the possession of it for any other pur- 
pose does. Taxpayer used the. liquor to 
achieve commercial objectives, an illegal 
purpose. Winters, cert. den., 3/23/59. 


expense, 


Federal UI and SS on construction wages 
may be expensed (Old Law). The Code 
the “amounts 
paid or accrued for such taxes and carry- 
as, under regulations 
. are 


disallows deduction of 
ing charges 
prescribed by the Commissioner . . 
chargeable to capital, if the taxpayer 
elects.” The Commissioner here argues 
that federal unemployment and social 
security taxes on wages of construction 
workers properly chargeable to 
capital and no deduction is allowable. 
However, during the years here in- 
volved, the Regulations on the 1939 
Code specifically provided that taxes 
measured by compensation for construc- 
tion of a capital asset may be either 
capitalized or deducted at the option of 
the taxpayer. The court notes that the 
validity of this Regulation is not ques- 
tioned by the taxpayer and that in any 
event it appears to be a reasonable in- 
terpretation of the law, Since. taxpayer 
did not elect to capitalize, he should be 


are 
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allowed the deduction. [The Regula- 
tions on the 1954 Code provide that 
Federal social security and UI tax on 
wages for the construction or acquisi- 
tion of a capital asset must be capital- 
ized.—Ed.] The 1939 Regulations simi- 
larly permit the deduction of North 
Carolina unemployment and use taxes; 
these are true taxes imposed on the 
construction firm. However, sales taxes 
paid on materials incorporated in the 
building were imposed on the seller; so 
far as taxpayer is concerned, it was a 
buyer and the tax is merely an addi- 
tional cost that must be capitalized. 
Stout, 31 TC No. 124. 


Can’t deduct interest on ultra vires ob- 
ligation. Promissory notes given by tax- 
payer-corporation in redemption of its 
own stock are held to have created no 
valid indebtedness because the redemp- 
tion impaired the capital stock of the 
corporation, and under local law the 
corporation was prohibited from so using 
its funds. Since the notes were not legally 
enforceable, taxpayer could not deduct 
interest on them. Mountain State Steel 
Foundries, Inc., TCM 1959-59. 


WHAT IS INCOME 


*Commissions due broker writing own 
insurance not compensation. Taxpayer, 
a life insurance broker, but not an em- 
ployee, received commissions in connec- 
tion with policies issued on his own life. 
The court holds he need not report these 
commissions as realized income, but can 
treat them as a reduction in the cost of 
his insurance. Since he was not an em- 
ployee, there is no element of compensa- 
tion through bargain purchase here; he 
simply bought at wholesale price. Seven 
dissents. Three point out that premiums 
are fixed and taxpayer earned the com- 
mission on his own policies just as he did 
on policies for others. One urged that 
payments can be compensation though 
the parties are not employer and em- 
ployee and in any event they are in- 
come. Two would find that because the 
insurance company was bound to pay 
commissions on all policies the payments 
are income. Menzer, 31 TC No. 115. 


*Life insurance agent taxable on com- 
missions for own policies. Taxpayer, an 
agent for a life insurance company, took 
out policies on his own life and also on 
the lives of various associates. He re- 


ceived the regular commissions on these 
policies, which he contended were a re- 
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duction of the premium, rather than in- 
come. The district court upheld the long- 
standing ruling that the commissions are 
taxable, noting that it would be unlaw- 
ful for the company to sell taxpayer in- 
surance at a reduced rate. This court 
affirms. Ostheimer, CA-3, 3/9/59. 


Funds granted administrator for costs 
of research program not taxable to him. 
Funds were granted to taxpayer, chief 
pathologist in a hospital, as pringipal 
investigator and administrator to cover 
the costs of a research program. He re- 
ceives no salary or other economicybene- 
fit from the program. The grant is not, 
the Service rules, includible in his gross 
income. Rev. Rul. 59-92. 


Goodwill payments upon lease of going 
service station not advanced rent [Non- 
acquiescence). Taxpayer corporation had 
a number of retail gasoline stations and 
leased several of them at an agreed 
rental plus a fixed payment for goodwill, 
which was equal to the price the tax- 
payer had paid for the station’s goodwill. 
The court finds that it is customary, in 
acquiring service stations, either by pur- 
chase or lease, to pay “goodwill money” 
and holds the payments received by the 
corporation were not advance rentals as 
contended by the Commissioner, but 
amounts actually realized from the sale 
of goodwill. Since the goodwill was sold 
at its cost, taxpayer realized no income. 
Chatsworth Stations, Inc., 29 TC 1150, 
non acq., IRB 1959-12. 


Policeman’s excludable statutory sub- 
sistence allowance need not be an 
amount apart from salary. In view of 
the Shirah and Parrish decisions the 
Service will not require that the exclud- 
able “statutory subsistence allowance” 
paid to a police officer prior to 10/1/58 
be an amount paid “apart from salary” 
and for meals or incidental expenses. ‘To 
be excludable the amount must merely 
be designated as a subsistence allowance 
by the governmental unit. [The 1958 Act 
repealed this allowance.—Ed.] Rev. Rul. 
57-46 modified. Rev. Rul. 59-96. 


Condemnation award not for loss of 
profits; no ordinary income. [Acquies- 
cence]. Taxpayer, a restaurant owner, 
received $98,000 from the state for his 
property taken under threat of con- 
demnation. The Commissioner con- 
tended that $24,000 of the price was ear- 
marked by both taxpayer’s appraiser and 
a State official as consideration for loss of 





business and should be separated and 
taxed as ordinary income. The court re. 
fuses to apportion the award. It held 
that the final $98,000 was a lump-sum 


settlement far below the appraiser's 
valuation and is not to be treated after 
the event as the sum of factors which 
might have been separately stated in the 
the settlement if the parties had seen fit 
to do so. Kendall, 31 TC No. 58 acq. 
IRB 1959-13. 


Automobile won in lottery not income, 
In 1953 taxpayer won an autmobile in 
a lottery. He had not been required to 
make a purchase or do anything to 
qualify. The court holds that the car was 
not taxable income. [The 1954 Code in- 
cludes prizes and awards as taxable in- 
come unless specifically exempted.—Ed.} 
Massingale, DC Ariz., 3/3/59. 


OTHER DECISIONS 


No proximate relationship shown be- 
tween bad debt and alleged business. 
Taxpayer devoted 90% of his time toa 
new car business and was the driving 
force in it. He made a ian to a used-car 
dealership in which he was a stockholder. 
He is denied a business bad debt deduc- 
tion for it. No business relationship was 
shown between the loans and taxpayer's 
principal activities. Furthermore, ta:- 
payer had not shown that he was in the 
business of lending money aside from 
this bad debt, the only loans made by 
taxpayer still outstanding in the taxable 
year were nine, totaling $30,000, to four 
borrowers. Barish, 31 TC No. 133. 


Promoter of two corporate ventures not 
in “business of promoting.” The fact 
that a majority stockholder in two corpo- 
rations had formed the corporations, had 
advanced monies to them, had guar- 
anteed the notes of one, and had on 
few occasions unsuccessful discussions of 
additional ventures, is entirely inade- 
quate to put him in the promoting busi- 
ness. A loss on worthlessness of loans to 
the corporations is held deductible only 
as non-business bad debts. Brosnan, 
TCM 1959-66. 


Business bad debt allowed; corporate 
business was related to guarantor’s. Tax- 
payer, a sole proprietor in the business 
of manufacturing furniture springs, or 
ganized, together with his brothers, 2 
corporation primarily to provide 4 
source for upholstering fabrics to tax- 
payer’s customers. Taxpayer had guar 
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anteed the debts of the corporation, and 
when sometime in 1947 a factoring con- 
cern took over the business of the corpo- 
ration and notified taxpayer that his in- 
terests were practically wiped out, he is 
held entitled to claim a full business bad 
debt, upon making good on his guaranty. 
Taxpayer is also permitted to deduct 
unpaid advances as a business bad debt. 
The fact that he later transferred the 
debts to the factor for a nominal amount 
is considered as having no effect on the 
correctness of the original write-off. 
Levine, 31 TC No. 113. 


Value of inventory of Swiss watches de- 
termined. Because of Swiss export quotas 
the fair market value of an inventory 
of Swiss watches received as a liquidat- 
ing distribution by corporate share- 
holders, and contributed by them to a 
partnership, is found to be substantially 
in excess of the book value. The fair 
market value as determined constitutes 
the basis of the inventory in the hands 
of the stockholders and their partner- 
ship. Ollendorff, TCM 1959-55. 


Unfilled orders a wasting asset. recover- 
able out of income produced thereby. 
Unfilled orders or purchase commitments 
received by stockholders as liquidating 
distributions from their corporation, and 
contributed by them to a partnership, 
are found to have a basis equal to their 
fair market value. This basis is recover- 
able by the partnership by way of 
amortization deductions against income 
as the orders are filled. Ollendorff, TCM 


1959-55. 


Holding period of gift in contemplation 
of death begins on date of gift. The 
holding period of a capital asset acquired 
by gift begins on the date of the gift 
even though upon the subsequent death 
of the donor the asset is required to be 
included in his estate as a gift made in 
contemplation of death. Rev. Rul. 59-86. 
Judgment is income when received 
though based on work in prior years. 
In 1942 taxpayer entered into a construc- 
tion contract with the Commonwealth 
of Massachusetts. The job was fully com- 
pleted in 1943, but a dispute arose as to 
the total amount due. Agreement was 
not reached until 1950 when taxpayer 
recovered a judgment and received full 
payment. Taxpayer sought to amend his 
returns for 1942 and 1943 to reflect the 
award, but the court hoids the full 
amount is to be reported in 1950 when 


New accounting decisions this month » 


received, Though the evidence is unsatis- 
factory ‘the court finds taxpayer did not 
prove it was not on the cash basis in 
earlier years. On the cash method there 
would be no reason for including this 
payment in earlier years. Gallo, TCM 
1959-65. 


Loss on advances was fixed before bank- 
ruptcy. Worthlessness of advances to a 
corporation which were treated as capi- 
tal contributions was held by the Tax 
Court to have occurred in 1950 when 
the corporation was adjudicated a bank- 
rupt rather than in 1949 when the bank- 
ruptcy court ordered a sale of the assets 
as part of a reorganization plan. This 
court reverses. The corporation had dis- 
continued business in 1949 and it was 
then apparent there would be no re- 
covery. Polizzi, CA-6, 4/2/59. 


Stock worthless prior to bankruptcy. A 
manager and stockholder of a cooperage 
company which had been adjudged 
bankrupt late in 1954, is held entitled 
to claim a loss deduction in 1953 for 
worthlessness of his stock. By the end 
of 1953 the corporate operating losses 
had completely wipped out all the capi- 
tal, and the later bankruptcy served only 
to further substantiate that the stock 
had become worthless when claimed. 
Richards, Sr., TCM 1959-64. 


Partial worthlessness denied for failure 
of proof. Taxpayer is not entitled to 
claim partial worthlessness of a debt in 
1953 while a law suit against the debtor 
was pending, even though it recovered 
only part of the debt in 1954. The court 
finds that the evidence did not show 
the degree of worthlessness, if any, in 
1953. Knoxville Iron Co., TCM 1959-54. 


Embezzlement loss deductible when liti- 
gation terminated. Taxpayer-trustee dis- 
covered the embezzlement of two former 
trustees in 1935 and brought suit and se- 
cured a judgment against them, but 
since they had no assets he was unable 
to collect anything. He also sued the 
bank where the funds were kept on the 
ground that it participated in the diver- 
sion of the funds, and in 1948 recovered 
a judgment for a small part of the loss. 
In its 1948 return, the trust claimed a net 
operating loss for the unreimbursed part 
of the diversion, maintaining that its loss 
was not ascertainable until its suit 
against the bank was finally settled. 
The Tax Court held that the diversion 
was in the nature of an embezzlement 
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loss. As such the loss should have been 
claimed when sustained, long before 
1948, at the latest in 1935, when fully 
discovered. This court reverses. Using 
foresight rather than hindsight, tax- 
payer’s decision to defer the loss was 
reasonable. Scofield Estate, CA-6, 4/3/59. 


Sale of stock because of threatened dis- 
solution under state “deadlock” statute, 
not an involuntary conversion. The man- 
agement and ownership of a corpora- 
tion was equally divided between tax- 
payer and another stockholder who were 
in complete disagreement as to policy. 
As a result of an action by the other 
stockholder to force a statutory dissolu- 
tion of the corporation under the state 
“deadlock” statute, taxpayer sold out his 
stock to the other stockholder. In such 
a situation the court holds there is no 
taking by governmental authority, much 
less a taking for public services, and the 
transaction cannot qualify as an involun- 
tary conversion within the non-recogni- 
tion provisions of the Code. Dear Publi- 
cation & Radio, Inc., 31 TC No. 120. 


Suddenness test not applicable to de- 
struction for involuntary conversion. 
The Code defers tax on gain on the in- 
voluntary conversion of property as a 
result of its destruction . . . theft, seizure 
or requisition or condemnation. In 1944 
the IRS took the position the word 
destruction here had the same meaning 
as casualty in the casualty loss sections. 
It now reconsiders and concludes that for 
involuntary conversion the destruction 
need not be sudden. I.T. 3696 and Rev. 
Rul. 54-395 are modified. Rev. Rul. 59- 
102. 


Wartime seizure by U. S. was involun- 
tary conversion. Towards the end of 
World War II the Government took 
over the motor carriers to avoid a labor 
tieup. The Government operated the 
properties for ten months and then re- 
turned them to their owners. A claims 
commission subsequently determined the 
compensation to be paid. Taxpayer 
claimed the compensation was for the 
taking of property and qualified for 
treatment as an involuntary conversion. 
This court, reversing the Tax Court, so 
holds with one dissent. It rejects the 
view of the Eighth Circuit in an identi- 
cal case (Midwest Motor Express, Inc., 
251 F.2d 405) that the compensation 
merely replaced taxpayer's profits for 
the ten-month period. Gillette Motor 
Transport, Inc., CA-5, 4/1/59. 
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Good records will insure capital gains 


on livestock despite IRS opposition 


by WILLARD G. BOWEN 


That the Treasury is strongly opposed to the grant of capital gains on livestock is 


no secret; this attitude of opposition permeates the entire IRS, and the farmer seek- 


ing capital gain must be prepared to present unquestionable evidence, especially i 
g § ; 


the animals are immature. Mr. Bowen analyzes the cases favoring the farmer’s po- 


sition with emphasis on the records and proof needed and reviews the farmer's 


elections that affect his opportunities to realize capital gain, in the light of the 


Lewis case and others dealing with inventory problems of accrual basis farmers. 


| MANY YEARS PRIOR TO 1942 the 
Commissioner held that to qualify 
for capital gain animals must have been 
used for draft, breeding or dairy pur- 
poses for substantially their productive 
life; that only the number of animals 
sold which 
the breeding herd qualified for capital 
gain treatment; and that animals culled 
from the herd for slaughter or feeder 
purposes were not to be considered as 


constituted a reduction in 


capital assets. These restrictions, imposed 
by I.T. 36661 and I.T. 3712? led to a 
series of court cases and taxpayer vic- 
tories beginning with the Albright® case 
in 1949. The Government refused to ac- 
quiesce in these cases, and in 1951 Con- 
gress amended Section 117(j) to include 
*“, . livestock, regardless of age, held by 
the taxpayer for draft, breeding, or dairy 
purposes, and held by him for 12 months 
or more from the date of acquisition.” 
Regulations under the 1951 
amendment state that the purpose for 


drawn 


which an animal is held is ordinarily 
a farmer’s actual use of the 
but that in unusual cases the 
purpose can exist even though there has 
The 
Regulations clarified the capital gain is- 
sue as to older animals which had been 


shown by 
animal, 
1951 law and 


been no such use. 


used for draft, breeding or dairy pur- 
poses, and ordinarily no difficulty is en- 
countered as to those animals. The prob- 
lem now centers around immature ani- 
mals held for future draft, breeding or 
dairy use. 

In 1952, 


the Fourth Circuit’s. affirma- 


tion of the Tax Court in Fox+ gave the 
Government a fairly potent weapon in 
disallowing capital gains on the sale of 
immature animals. The Fox case (fol- 
lowed in Schmidt,5 Wadley,® Gotfred- 
son," etc.) involved registered Angus cat- 
tle. The taxpayer relied entirely on the 
fact of registration to support his claim 
to capital gain. No evidence was intro- 
duced to show which, if any, animals 
were chosen for the breeding herd. Lack- 
ing any evidence, the Tax Court de- 
cided animal could not be 
judged as fit for the breeding herd until 
its offspring were examined. The age was 
fixed at 26 months for heifers and 34 
months for based on average 
breeding age plus gestation period. In- 
cluded in the opinion of the Fourth Cir- 
cuit Court was the statement that “the 
important thing is not the age of the 
animals but the purpose for which they 
are held.” Yet, lacking any other criteria, 
it affirmed the decision based entirely on 
age of the animals. Since a great ma- 
jority of controversies involve young an- 
imals, revenue agents have almost con- 
sistently based their disallowance on the 
age of the animals. 

In James M. McDonald, the Tax 
Court’s decision followed the Fox case, 
holding that all cattle were held for sale 
up to the point where their breeding 
qualities had been tested by examina- 
tion of offspring. The Second Circuit 
Court of Appeals reversed the Tax Court 
on the grounds that the taxpayer had 
sustained his burden of proving that the 


that an 


bulls, 





animals were held for breeding purposes, 
The opinion made the following com. 
ments: “The question of purpose for 
which an animal is held is essentially 
one of fact . . . And it is equally clear 
that the animal need not be mature 
and need not have been put to its ip. 
tended use . . . Equally we disapprove 
the view that an animal is held for 
breeding purposes only if there is an ex. 
pectation and intention that it produce 
offspring. Life is replete with situations 
(advertising, war, reproduction) where 
many are employed in the hope that one 
will succeed. Yet the purpose subserved 
by the many is clear.” 

In the Estate of C. A. Smith,® the Tax 
Court followed the McDonald case, al- 
lowing capital gain on immature ani- 
mals where evidence tended to show the 
animals had be@n held for breeding pur- 
poses before sale. The opinion helps to 
reconcile the opposite conclusions ar- 
rived at in Fox and McDonald from sim- 
ilar factual situations: 

“The appeal of the _ respondent’s 
(Commissioner’s) suggested criteria is in 
its simplicity. We adopted the age test 
in the Fox case because we had to make 
an approximation of which animals in- 
volved were part of the breeding herd. 
In that case, the taxpayers had relied 
exclusively on the fact that the registra- 
tion of their purebred animals was 
enough to classify them as members of 
the breeding herd. We felt that more 
evidence of the purpose for which the 
animals were held was necessary. How- 
ever, we were convinced that some of 
the animals involved were part of the 
breeding herd but, because of the state 
of the record in that case, were unable 
to determine with respect to particular 
animals whether or not they were held 
for breeding. Therefore, we adopted the 
age test as a kind of rule of evidence to 
decide the case. On review, the Fourth 
Circuit held that our test was reasonable 
and fair in the cirumstances of that case. 

“The principal difficulty in cases of 
this kind revolves around the corrobora- 
tion for the claims that young and im- 
mature animals are part of the breeding 
herd and, although physically incapable 
of having offspring, are nevertheless be- 
ing held untii they come of age and start 
producing progeny. It is obvious that a 
breeding herd must be constantly re 
plenished with young animals to con- 
tinue its vitality. In the period when the 
younger animals are developing, presum- 
ably their immaturity alone is not con- 
clusively determinative of the purpose 
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for which they are being held. That is 
the fault with the respondent’s proposed 
test: it would make immaturity conclu- 
sive. 

“The legislative history of the 1951 
amendment plainly indicates that Con- 
gress was concerned over the Commis- 
sioner’s reluctance to recognize that 
young animals were capable of being 
held as breeding stock. And, the phrase 
‘regardless of age’ written into the 
statute indicates a clear intent to pre- 
vent age alone from being used as the 
criterion. As the Fourth Circuit said, in 
commenting on the 1951 amendment in 
the course of affirming our decision in 
the Fox case, “The important thing is 
not the age of animals, but the purpose 
for which they are held’.” 


vidence and record keeping 


\t the present time, then, it appears 
that the burden is on the taxpayer to 
prove that animals had been held for 
draft, breeding or dairy purposes prior 
to the time some identifiable event took 
place to change the intent. Apparently 
the Commissioner that such a 
thing can happen, since he has acqui- 
sced in the McDonald and Estate of C. 
1. Smith cases. The burden of proving 
a subjective intent by objective evidence 
requires meticulous care by the taxpayer 


agrees 


both as to physical segregation of ani- 
mals and record keeping. Court cases 
and experience with Government agents 
indicate some or all of the following 
may help the taxpayer sustain the bur- 
den of proof: 

1. Complete liquidation of herd. 

2. Partial liquidation of herd because 
of loss of acreage, drought, etc. 

3. Sale because of injury, disease, etc. 

4. Change in operations (e.g. pure- 
bred to commercial). 

5. Change in management with con- 
sequent change in policies. 

6. Whether quality of animals justi- 
hes retention for draft, breeding or dairy 
herd. 

7. Absence of a limit on size of herd, 
including adequacy of facilities. 

8. Physical segregation of breeding 
from non-breeding animals. 

9. Absence of extensive efforts to sell 
immature animals (especially purebreds). 

10. Drought or serious and imminent 
threat of drought (be prepared to prove 
it). 

11. Lack of irrigation water to raise 
feed and pasture. 

12. Large and uiiusual sales in one 
year as compared to average years. 


13. Need of funds for expansion or 
improvements. 

14. Records indicating clearly which 
animals selected and when. 

Probably there are many others, but 
it is imperative that some extraordinary 
and unusual circumstances be shown by 
competent evidence whether at admini- 
strative or court level. 

Two new cases illustrate that taxpay- 
ers must bear the burden of proving 
that animals have actually been held for 
draft, breeding or dairy purposes prior 
to the time some event prevented that 
use and resulted in the sale on which 
capital gains are claimed. 

In Moore (31 TC No. 75) the taxpay- 
ers were engaged in raising purebred 
Hereford cattle which they segregrated 
into three distinct groups — breeding 
herd, selling herd, and “replacement” 
herd. Admittedly, animals in the replace- 
ment herd were neither of very good nor 
very poor quality and were being held 
for further classification as they develop- 
ed. At issue in the case were sales of ani- 
mals transferred from the replacement 
herd to the selling herd prior to sale. 
The Court denied capital gains treat- 
ment cn those animals, which is not sur- 
prising. The principle is now well estab- 
lished that in order to qualify as Section 
117(j) or Section 1231 assets, animals 
must have been definitely introduced in- 
to the breeding herd prior to sale. The 
taxpayers admitted such had not been 
done, so lost. 

Other animals which had been held 
in the breeding herd qualified for capi- 
tal gains. 


Treatment of culls 


A somewhat similar case, Hancock (31 
TC No. 77) involved the sale of pure- 
bred Polled Herefords culled from the 
breeding herd. Most of the animals at 
issue were sold at two auction sales 
(rather extensively advertised), and were 
between 12 months and 25 months of 
age. The Commissioner contended that 
even though the “use test” has been re- 
jected by the courts as the sole determi- 
nant, actual use is still the best evidence 
of the purpose for which an animal is 
held; also, that the advertising used by 
the taxpayer indicated the animals were 
held primarily for sale. 

The court rejected both arguments, 
holding that the taxpayer had held the 
animals for breeding purposes and of- 
fered them for sale only after they de- 
veloped undesirable characterisics; and 
that the advertising was merely the most 
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[Mr. Bowen, a CPA, is a member of 
Cordle and Associates, Denver, Colorado. 
This paper, originally presented at the 
Texas Society of CPA’s 5th Annual 
Taxation Institute, has been revised to 
include recent cases. | 
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advantageous method of disposition of 
the unwanted culls. The court also noted 
that this taxpayer was in the process of 
building a new herd, and the only ani- 
mals sold were those which did not meet 
the standards of the herd. 


Capital gain and accounting methods 


As a consequence of the capital gain 
issue, the last few years have seen sev- 
eral attempts by the Government to re- 
duce the benefits of such gain. Many, if 
not all, members of the IRS feel that 
farmers are receiving an unjust tax 
“windfall” from the benefits of capital 
gains; and to “protect the revenue” they 
deem it their duty to look for methods 
of minimizing the “advantage.” 

A new farm operator has a choice of 
the cash or accrual method of account- 
ing. Unlike other industries, he may 
choose the cash method even though in- 
ventories are an important income-pro- 
ducing factor. If the accrual method is 
elected, inventories may be valued at 
cost, the lower of cost or market, farm- 
price method, or unit-livestock method. 

While the inventory method may 
tend to spread the taxable income more 
evenly over the year, the cash basis has 
great advantages for other reasons. Since 
all costs of raising are fully deductible 
in the year paid, raised animals have a 
zero basis for capital gains. Also, farm- 
ers may regulate their sales to fall in the 
taxable year of their choice; and at the 
death of a cash-basis taxpayer, the value 
of raised crops and livestock escapes all 
income taxation. 

Although the law provides for a 
change of accounting method, as a prac- 
tical matter the Commissioner has re- 
fused to grant a change to the cash ba- 
sis since the decision in the Albright 
case, except as to applications filed dur- 
ing the first 90 days of 1954. This means 
that taxpayers using the inventory meth- 
od do not receive the full advantage of 
capital gains unless they change their 
1 1944, CB 270. 

21945, CB 176. 

8 Albright, 173 F.2d 339 (8th Cir., 1949). 

4 Fox, 16 TC 854, affd. (4th Cir., 1952), 198 F.2d 
VA: Harold Schmidt, 10 TCM 523. 

® Ralph Wadley, 11 TCM 1126. 

7 Robert B. Gotfredson (6th Cir., 1954), 217 F.2d 
673. Cert. den. 350 US 846. 

8 James M. McDonald (2d Cir., 1954), 214 F.2d 


341. , 
® Estate of C. A. Smith, 23 TC’ 690 »(1955). 
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taxable entity: (e.g., proprietorship to 
partnership) and obtain the right to a 
new election. 


Inventory methods 


The farm-price method values farm 
products (including livestock) at market 
value, less direct selling and transporta- 
tion cost. 

The unit-livestock method provides 
for valuation of different classes of ani- 
mals at a constant unit price for each 
animal within the class. The prices se- 
lected theoretically approximate the cost 
of raising the animal to the class at 
which it is inventoried. Once unit prices 
have been adopted and approved, they 
may not be changed except upon appli- 
cation to the Commissioner. It is inter- 
esting to note that the Regulations have 
long carried an example of a cattle raiser 
using $15.00 for calves; $22.50 for year- 
$30.00 for 2-year-olds; and $37.50 
for mature animals. Regulations under 
the 1954 code?® carry the same example, 
but the 1958 edition of “Farmers Tax 
Guide’’!! gives an example using $25.00, 
$40.00, $55.00 and $70.00. 

The Regulations provide that a 
farmer electing to use the unit-livestock 
method must apply it to all livestock 
whether for sale or for draft, 
breeding or dairy purposes. Purchased 
animals may be included in inventory, 
at cost, or treated as capital assets sub- 
ject to depreciation when mature. Im- 
mature purchased animals must be in- 
creased at the end of each taxable year 
by the unit increase established for that 
class of animal, except that no increase 
is required in the year of purchase if 
the animal is acquired during the last 
six months of the taxable year. 


lings; 


raised, 


Farmers are allowed to capitalize and 
depreciate animals purchased for draft, 
breeding or dairy purposes. For many 
years, saivage values were ignored and 
the full cost of animals was depreciated. 
Under the 1954 Code and the Regula- 
tions, salvage values are specifically pro- 
vided, and even with the declining-bal- 
ance method, a residual value equal to 
estimated salvage must be retained. A 
recent court case, Hertz (165 F. Supp. 
261, now on appeal to the Third Cir- 
cuit) holds that “. . . salvage value other 
than that which is inherent in the meth- 
od is not a factor in determining depre- 
ciation under the declining-balance the- 
ory of Many 
agents have been insisting on salvage 
values far above the average net sales 
value of slaughter animals. In some cases 


depreciation.” revenue 
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they have applied salvage for breeding 
cows of $100.00, $150.00 or even higher. 
The “Farmers’ Tax Guide” gives an ex- 
ample of depreciation computations, 
using $50.00 a head for breeding and 
dairy cows. 

Some agents have attempted to capi- 
talize the costs of raising animals on the 
cash basis in order to reduce capital 
gain benefits. Nothing in the law seems 
to justify capitalization, which 
would, in effect, force the cash basis tax- 
payer to the inventory basis. 

During 1955, the Commissioner issued 
a ruling!? requiring adjustment for the 
“normal of raising immature 
draft, breeding or dairy animals during 
the year of sale. Farmers are required to 
eliminate from opening inventory the 
inventory value of such animals sold and 
to eliminate from expense in the year 
of sale the cost of raising immature ani- 
mals to that date. On the “cost” or 
method, normal costs include 
the actual direct cost plus an allocated 
portion of indirect operating expenses. 
On the unit-livestock method, the ad- 
justment is a pro-rata portion of the 
annual increase to the sale date. The 
rulitig does not apply to animals valued 
by the farm-price method or to cash- 
basis taxpayers. 


such 


costs” 


“cost 
or market” 


Allocation of sales price is required 
upon sale of a breeding animal together 
with its offspring, no matter how young. 
This is proper since the breeding animal 
produces capital gain while the sale of 
offspring is ordinary income. As another 
consequence of capital gain benefits, 
some agents have attempted to allocate 
part of the sales price of breeding stock 
to unshorn wool and unborn calves or 
lambs. No authority seems to be present 
for such an allocation. 


Accrual basis and Lewis 


On the other side of the capital gain 
fence, the Fifth Circuit Court of Ap- 
peals, on January 20, 1958, affirmed the 
Lewis'8 case, which could have far-reach- 
ing effects in the tax treatment of breed- 
ing livestock by accrual-basis farm tax- 
payers. Mr. Lewis filed claims for refund 
of income taxes paid for the years 1946 
through 1949; although he had elected 
the accrual (unit-livestock) basis of ac- 
counting, he recomputed his tax on the 
sale of breeding stock by using a zero 
basis for all raised animals. The Com- 
missioner disallowed the claimed 
amount, and the taxpayer brought suit 
in the United States District Court for 
the Western District of Texas. The court 


held that (1) the portions of Reg. 11], 
Section 29.22(c)-6 which required indy. 
sion in inventory of raised animals held 
for draft, breeding or dairy purposes 
were invalid, (2) breeding herd animals 
were Section 117(j) property and “could 
not be the subject matter of an inven. 
tory and . . . should never have been in 
the inventory in the first place” and (3) 
their removal from inventory did not 
constitute a change of accounting meth. 
od, but merely corrected an error caused 
by the Commissioner’s own invalid regu. 
lations. In affirming, the Fifth Circuit 
Court stated that the 1951 amendment 
to Section 117(j) made it clear that live. 
stock held for breeding purposes is prop. 
erty used in the trade or business and 
the taxpayers were not required to in- 
clude them in an inventory or to use a 
unit-livestock-price method to determine 
the cost basis of animals sold. The court 
recognized that their decision placed 
cash- and unit-livestock-method taxpay- 
ers on the same basis as to breeding 
stock and felt this was Congressional in- 
tent. 

Although the Lewis case. it ultimately 
sustained, may produce substantial tax 
savings, it may also create new problems. 
Certainly the Commissioner will be 
searching for ways to eliminate the ad- 
vantage gained. He may well hold that 
if draft, breeding and dairy animals are 
not includible in inventory, then the 
costs of bringing the animals to matur- 
ity must be capitalized. This treatment 
would not be inconsistent with practice 
as to other depreciable assets. The great- 
est uncertainty at the present time is 
what becomes of the inventory value of 
animals now on hand. The Lewis case 
is not clear as to the disposition of in- 
ventory basis on the animals sold, but 
the implication is that they were initial- 
ly charged to and left in expense of 
operation. It seems that there are several 
possible courses of action: 


1. Charge out the opening inventory 
value of breeding stock sold each year 
until none remains. 


2. File claims for refund for all open 
years based on elimination of breeding 
stock from inventory. 

3. Write off inventory value of ani- 
mals immediately by eliminating from 
1958 closing inventory. 


10 Reg. 1.471-6, 1954 I.R.C. 

Treasury Department, IRS aeotinn No. 225. 
12 Rev. Rul. 55-736 (Dec. 19, 1955 

18 Lewis (5th Cir., 1958), 251 F. od ‘128. 

14 Elsie SoRelle, 22 TC 459; Pete Elia, 16 TCM 
1097; Jack Frost, 28 TC 1118. 

Bernard B. Carter, 16 TCM 280 (1958). 

16 1954 Code, Section 1033. 
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4. Transfer all draft, breeding and 
dairy animals to depreciable assets at in- 
ventory basis (may run afoul of “al- 
lowed or allowable” depreciation unless 
salvage value is at least equal to basis). 

As to number 4, several court cases! 
have held that once animals have been 
included in inventory they may not be 
removed and depreciated. 

Another possible disadvantage of ex- 
cluding draft, breeding or dairy animals 
from inventory is that it would place a 
burden on the farmer of determining 
which animals (or at least the number 
of animals) were to be held for replace- 
ments at the end of the first taxable 
vear they were on hand. In the face of 
changing circumstances he might be 
bound to his election. 

On June 30, 1958, the Fifth Circuit 
Court of Appeals affirmed the Tax Court 
in the Carter15 case (affirmed in part 
and reversed in part), which casts even 
more doubt on the implications of the 
Lewis case. Carter purchased heifers in 
1947 which were determined by the 
Fifth Circuit Court to be held for breed- 
ing purposes. At December 31, 1947, 
these animals were included in inven- 
tory according to the taxpayers farm- 
price method. In March and April, 1948, 
they were sold. The taxpayer (after the 
decision in the Lewis case) contended 
that he should be allowed to use pur- 
chase cost in computing gain rather than 
the higher inventory value of December 
$1, 1947, The circuit court denied the 
use of purchase cost, saying the p-rinci- 
ple in the Lewis case should not be ex- 
tended beyond its own facts, that the 
taxpayer had elected to include the an- 
mals in inventory and could not later 
change the election. The distinction ap- 
parently drawn by the court is that in 
the Carter case there was an election 
available to the taxpayer to exclude the 
breeding stock from inventory, whereas 
in the Lewis case, no such election was 
permitted by the regulations; therefore, 
the taxpayer was required to abide by 
his election. 


Involuntary conversion benefits 


The involuntary conversion provis- 
ions of the Code16 have been extended 
to include sales or exchanges of livestock 
on account of disease, poisoning or 
drought. As to drought sales, the live- 
stock must have been held for draft, 
breeding or dairy purposes, and only 
those in excess of the normal number 
that would have been sold in the ab- 
sence of drought qualify as involuntary 
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conversions. Replacement must be made 
within one year after the close of the 
taxable year in which the conversion 
occurred (unless an extension is grant- 
ed), and replacements must be purchased 
rather than raised. The. taxpayer should 
be prepared to prove that drought was 
the sole cause of conversion of animals. 

Farming is big business in the United 
States, involving more taxpayers than 
any other single business group. Yet, un- 
til a few years ago there were fewer 





*x*xNo percentage depletion for con- 
tract strip miner. The Supreme Court 
has affirmed the lower courts’ view that 
a strip miner ordinarily has no deplet- 
able interest in the property. Taxpayer 
had been a road builder, but did some 
coal stripping. For the years under re- 
view it was removing overburden and 
strip mining coal under oral contracts 
with a coal company. Because it hoped 
to get back into road building, the con- 
tract was cancellable by either party on 
10 days’ notice. The quantity and qual- 
ity of coal mined was controlled by the 
coal company and taxpayer was paid a 
price per ton which would vary with 
labor cost. The Court held that taxpayer 
did not have a sufficient interest in the 
coal in place to be entitled to percent- 
age depletion because of the possibility 
of termination on short notice, because 
the price per ton was fixed without re- 
gard to market price, and because the 
coal remained the property of the coal 
company. Taxpayer’s economic interest 
was in its equipment, not in the mine 
property. Parsons, U. S. Sup. Ct., 4/6/59. 


Capital gain on sale of farm land. A 
partnership engaged in both farming 
and in real estate brokerage sold a 
tract of farm land at a profit. The sale is 
held to result in capital gain rather than 
ordinary income. The acreage was 
acquired and held primarily for farming 
purposes and not for sale to customers in 
the ordinary course of business. Atkin- 
son, 31 TC No. 126. 


Rancher has ordinary income on im- 
proved subdivision. Taxpayer, who had 
begun to experience some financial 
difficulties in the operation of his ranch, 
decided to liquidate by subdividing 56 
acres into building lots. The tract which 
had a cost basis of $4,200 was sub- 
stantially improved with surfaced roads, 
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court cases regarding income taxes of 
farmers than for any other major busi- 
ness group. Since 1949 the flow of cases 
has greatly increased, largely because of 
capital gains and related issues. This 
points up the fact that the important 
income tax problem of farmers and 
ranchers is capital gains and issues in- 
directly arising from capital gains. Al- 
most every farmer and rancher is in- 
volved since livestock is a part of vir- 
tually all farm operations. we 


power an:i water lines, wells, pumps, and 
storage tanks, at a cost of $53,800. Dur- 
ing the years in issue, profits realized on 
the sales of lots, and interest received 
on conditional sales contracts were the 
sole source of taxpayer’s income. The 
court finds taxpayer's activities indicated 
that the lots were held by him primarily 
for sale to customers in the ordinary 
course of business. Gains on sales were 
therefore taxed as ordinary 
Kelley, TCM 1959-63. 


income. 


Gypsum is “stone”; end-use test aban- 
doned [Old Law). For percentage de- 
pletion purposes gypsum is “stone” as 
that term is defined in the 1939 Code, 
regardless of its use. Rev. Rul. 55-67 
which held that only gypsum actually 
sold as stone can be depleted as stone, 
is revoked. Rev. Rul. 58-593. 


Can’t use proportionate profits method 
for depletion; coal not unique [Certi- 
orari denied). The Regulations on per- 
centage depletion provide that, in com- 
puting gross income from the property 
if the product is not sold at the mine 
and there is no representative market or 
field price in the vicinity, the taxpayer 
may use its sales price for the final 
product less costs and proportionate 
profits attributable to processes after 
mining. Taxpayer claimed that there 
was no representative market price for 
its coal because the coal, used for coking, 
had special qualities not duplicated else- 
where. The district court held, however, 
that all bituminous coal in the area was 
of like kind, even though taxpayer 
couldn’t have used it for the same pur- 
pose. Taxpayer was not permitted to 
compute the depletion allowance on the 
basis of apportioning the sales of the 
ultimate coke product on a percentage 
of cost basis. The Fifth Circuit affirmed; 
it also rejected taxpayer’s attempt to 
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raise the question of the correctness of 
the representative market price; this 
issue was not raised in the refund claim. 
Alabama By-Products Corp., cert. den., 
1/12/59. 


Leasehold not “land”; ordinary income 
on unharvested crop sold. Section 117 
(j)(3), 19389 IRC (Sec. 1231(b)(4), 1954 
IRC) provides for capital gain treat- 
ment of unharvested crops when sold 
with the land. Taxpayer sold the lease- 
hold on which it grew crops, along with 
the crops. The district court held, and is 
here affirmed that it is not entitled to 
capital gain treatment on the unhar- 
vested crops because a leasehold is not 
“land.” Bidart Bros., CA-9, 1/7/59. 


Objective test for refractory clay; first 
marketable product held to be burnt 
clay [Old Law]. Taxpayer mined 10 
different clays and processed them into 
a variety of burnt clay products. This 
court holds that two of the 10 clays are 
refractory clay depletable at 15% under 
the 1939 Code. The test that this court 
uses is whether the clay, as it came 
out of the ground had a PCE cone test 
of 19 or higher. The court also holds 
that the first commercially marketable 
products are the burnt clay products as 
they are sold to the customers and that 
the depletion base is that sales price, in- 
cluding transportation charges if any. 
Pacific Clay Products, DC Calif., 10 
17/58. 


Mineral held quartzite, not sand. The 
question in this case was whether cer- 
classified 
quartzite (depletable at 15%) or sand 
(depletable at 5%). The court, relying 
particularly on the publications of the 
mineral de- 
posits in question as quartzite, holds that 


tain minerals should be as 


state which described the 
taxpayer is entitled to the 15% rate. W. 
R. Bonsal Co., DC N. C., 3/13/59. 


Bagging not ordinary treatment process 
[Certiorari denied]. Taxpayer mined and 
refined gilsonite and transported it to 
the nearest railroad some hundred miles 
away, where it was bagged and loaded 
for shipment. The Tax Court held that 
the bagging of the gilsonite was an 
ordinary treatment process, but that the 
transportation of it to the railroad was 
not. Thus, proceeds from bagging were 
includible in gross income from mining 
for percentage depletion purposes. That 
court also held that the losses from op- 
erating a company town were direct min- 
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ing costs and a deduction for net in- 
come from mining. (Percentage deple- 
tion is limited to 50% of the net in- 
come from mining). The Tenth Circuit 
affirmed as to the company town loss 
and the transportation costs; it reversed 
as to the bags, bagging and the loading 
of the bagged gilsonite, on the authority 
of its previous decision in Utco Products, 
Inc., CA-10, 6/10/58. American Gilson- 
ite, cert. den., 3/2/59. 


$112,000 contribution allowed for gift 
of $115,000 to be paid frotn mineral 
interest [Acquiescence}. Taxpayer owned, 
developed, and operated oil and gas 
properties. He conveyed an undivided 
one-eighth interest in certain leases to a 
church to hold until it received $112,- 
000; then the title would revert to the 
taxpayer. The market value of this in- 
oil assignment was about $112,000. The 
Tax Court allowed the deduction, say- 
ing that a true property interest was 
conveyed; this was not a mere assign- 
ment of future income. In announcing 
his acquiescence and withdrawal of pre- 
non-acquiescence, the Commis- 
sioner says that while disagreeing with 
the treatment by the court of the issue 
involved, he will not file an appeal in 
this case. Nordan, 22 TC 1132, 
IRB 1959-10. 


vious 


acq. 


Capital gain on sale of timber. When 
this case was first before the Tax Court, 
it attracted attention because the Tax 
Court took the position, not urged by 
either of the parties, that capital gain on 
cutting of timber under Section 117(j)(2) 
of the 1939 Code (Section 631 of the 
1954 Code) could not be allowed if the 
property was held for sale to customers. 
On appeal this theory was dropped and 
the question presented was whether tax- 
payer could qualify for capital gains 
under the general rule. Because the Tax 
Court had not made a specific finding 
on this issue it was remanded. Upon re- 
mand, the court finds as an ultimate 
fact, that taxpayer did not hold certain 
timber primarily for sale to customers 





Fraud conviction does not estop tax- 
payer from denying civil fraud [Acqui- 
escence].A conviction for criminal fraud 
in a U. S. district court does not estop 
taxpayer from denying a determination 
of additions to tax for fraud in the 
Tax Court. The Tax Court adheres to 
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in the ordinary course of its trade or 
business, since it did not advertise, solicit 
offers from buyers, log or mill the tim. 
ber. Taxpayer is therefore entitled to 
treat the gain on the sale as capital gain, 
Ah Pah Redwood Co., TCM 1959-44, 


Loss on sale of breeding herd not net 
operating loss (Old Law) [Certiorari 
denied]. Taxpayer, a farmer-rancher, 
regularly bought and sold cattle. In 195] 
he acquired a herd of breeding cattle as 
a separate business. When he was advised 
early in 1952 that the herd was diseased, 
he decided to discontinue the breeding 
operation, to fatten the breeding cattle 
and to sell them for beef as soon as pos. 
sible. The Tax Court held the loss on 
sale of the breeding cattle was not a 
net operating loss resulting from the 
“operation of a kusiness” as required by 
the 1939 Code, but rather resulted from 
a “termination” of a business. The Fifth 
Circuit afhrmed. [Under the 1954 Code 
losses from disposition of property used 
in business are included in operating 
losses.—Ed.] Cluck, cert. den., 3/23/59. 


Ordinary treatment processes deter- 
mined. The court finds that burnt brick 
and tile are the first commercially mar- 
ketable products from taxpayer's clay 
pits, there being little market for the 
clay before it is so processed. The court 
then determines the ordinary treatment 
processes to produce this brick and tile 
for the computation of percentage de- 
pletion. Acme Brick Co., DC Tex., 12/ 
14/58. 


Mineral taxes paid by lessee are in- 
cludible in lessor’s income for depletion. 
Construing Minnesota law, the court 
finds that ad valorem taxes paid by the 
lessee on the extraction of iron ore are 
the primary obligation of the lessor. 
Ihe payment by the lessee was a part of 
the lessor’s royalty. In computing per- 
centage depletion, the taxes must there- 
fore be considered part of the lessor’s 
gress income from the property. Burt, 
Ct. Clms., 3/4/59. 


its position that a guilty plea is not 


.estoppel, as consistent with a Supreme 


Court decision (Mitchell, 303 U. S. 391) 
that acquittal did not bar a fraud assess 
ment in view of the differences between 
the criminal and civil fraud statutes. In 
announcing acquiescence, the Commis 
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sioner states he acquiesces in the result 
only; while disagreeing with the treat- 
ment of the court he will not file an 
appeal. Safra, 30 TC 1026, acq., IRB 
1959-10. 


Case remanded to Tax Court for third 
time. This is the third appeal of this 
case to the Fourth Circuit in an apparent 
effort to establish some sort of longevity 
record. Taxpayer, a physician, had not 
reported income from illegal operations. 
The Commissioner estimated his income 
on the basis of morphine purchased and 
charged him with $192,000 for 1948 and 
$96,000 for 1949: The Tax Court (TCM 
1955-238) reduced this to $115,000 and 
$55,000. On appeal, the Fourth Circuit 
vacated and remanded to find the facts 
on which this holding was based. The 
Tax Court judge who made the earlier 
decision having retired and neither the 
Commissioner nor the taxpayer filing 
new evidence, the Tax Court then re- 
peated the finding of drugs purchased. 
On a second remand, again no new evi- 
dence was filed by either party. The Tax 
Court made certain additional findings 
of fact from the record. But since the 
essential isue is the credibility of the 
witnesses, there must be a new hearing 
at which the Tax Court Judge may ob- 
serve them. The Fourth Circuit again 
remands for a new trial. MacCrowe 
Estate, CA-4, 3/9/59. 


Bank must produce records for cus- 
tomer’s tax audit. A bank refused io 
obey a summons to produce records of a 
accounts those of his 
wholly owned corporation. Its grounds 
were that the statute of limitations had 


customer's and 


run against the years the revenue agent 
requested to examine and also that the 
records of the corporation were not 
relevant. The district court ordered pro- 
duction of the documents. The eariy 
years might be open to a deficiency if 
fraud, and the corporate 
records are needed to trace through cer- 
tain individual transactions. This court 
afhrms. ester, CA-2, 3/16/59. 


there was 


Arbitrary assessment no justification for 
injunction. In 1952, taxpayer was in- 
dicted for criminal understatement of 
income for 1945 and 1946. A jeopardy 
assessment was made in September 1955 
$3 million, reduced to $2 
million in November 1955. The district 
court found the assessment completely 
arbitrary and capricious and granted an 
injunction against collection. This court 


of some 


New procedural decisions this month «+ 


vacated the injunction and remanded 
the case saying that the district court’s 
grant of summary judgment was im- 
proper; it should have tried the issues 
of fact involved. On remand the dis- 
trict court ordered production of all the 
IRS records in connection with the case 
and upon the District Director’s refusal 
to produce them, the district court again 
enjoined collection of this tax or any 
use of the material refused to be pro- 
duced. On second appeal this court 
again reverses. Taxpayer’s basic argu- 
ment here has been that the original 
assessment was arbitrary and set at a 
fantastic figure so as to create the ap- 
pearance of jeopardy. However, this is 
not an assertion that the tax itself is 
illegal and, that being so, there is no 
justification for enjoining its collection. 
Homan Mfg. Co., CA-7, 2/17/59. 


Court costs assessed against government. 
The Judicial Code permits court costs 
to be allowed against the U. S. “from 
the time of joining issue.”” The court 
allows filing fees and -fees for serving 
and summoning witnesses to taxpayer 
who had successfully maintained his suit 
for refund. Mohr, DC Va., 1/7/59. 


No class-action suit to restrain assess- 
ment. When their employer terminated 
its profit sharing plan, several employees 
asked for a ruling on the taxability of 
the distribution. The local Director ad- 
vised them it would be taxed as ordin- 
ary income. Although no actual assess- 
ments were made on this basis, over 600 
employees now bring this class action to 
restrain assessment. The court dismisses 
the suit. There is no showing of hard- 
ship here. A multiplicity of actions can 
be avoided by the parties acting in con- 
cert throughout the administrative de- 
termination of the issue. Rybacki, DC 
Conn., 3/19/59. 


Signing form 870 cuts off the remain- 
ing part of 90-day suspension of limita- 
tions. The IRS is prohibited from mak- 
ing assessments during the 90-day period 
which taxpayer has the privilege of ap- 
pealing a deficiency to the Tax Court. 
Section 277, 1939 IRC provides that time 
does not run for statute of limitations 


purposes during this period or for 60 
days thereafter. Taxpayer here received 
a deficiency notice the last possible day. 
Shortly thereafter taxpayer signed a 
waiver of the restrictions on assessment 
during the 90-day period (Form 870). 
The IRS assessed the taxes 105 days after 
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taxpayer had signed the waiver of assess- 
ment. This court holds that assessment is 
barred by the statute of limitations. 
When taxpayer signed the waiver it 
ended any further-running of the 90-day 
suspension of the statute of limitations 
and jleft only the 60-day suspension of 
limitations from the date of the signing 
of the waiver and that had long expired 
when the assessment was made. The 
Commissioncr’s contention that the 
waiver was not signed with the requisite 
formalities under state law is rejected. 
Rae, DC Mass., 1/19/59. 


IRS may examine union books. The dis- 
trict court entered an order requiring 
a union to make its books and records 
available to the IRS; these records were 
actually in the custody of the Senate (Mc- 
Clellan) Committee, which consented to 
the order. This court sees no reason to 
reverse. The IRS may exam.ne books 
wherever found, the Senate makes no 
objection, and the tax exempt status of 
the union is no bar to examination. 
Cohen, CA-3, 2/18/59. 


Notice and demand sufficient if sent to 
last known address. In a suit to obtain 
judgment on various tax assessments, tax- 
payer failed to appear. It was shown that 
notices had been sent to both his former 
business address in New York City and 
his last known address in Florida. These 
notices were sufficient to make the assess- 
ments valid. For a year in which tax- 
payer filed no return, the assessment may 
be timely made without any period of 
limitations. Schwartz, DC Fla., 1/5/59. 


No interest on carryback without claim 
(Old Law). Under the 1939 Code it 
was necessary to file a refund claim to re- 
ceive an overpayment re- 
sulting from a net operating loss carry- 
back. [This requirement was eliminated 
in the 1954 Code.—Ed.] Since taxpayer 
merely filed an application for tentative 
carryback adjustment, it is not entitled 
to interest from the close of the year to 
the date of actual adjustment. Flex-O- 
Glass, Inc., DC Ill., 3/16/59. 


interest on 


Summons to examine books enforced. 
Although the examination arose because 





*xjindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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an IRS inspector was investigating the 
conduct of certain agents, this fact does 
not prevent enforcement of a summons 
to examine taxpayer’s books. Taxpayer 
had maintained close personal relations 
with some of the agents and had done 
favors for them. The evidence indicated 
that, in addition to the inspection of 
the agents’ conduct, there was a bona 
fide purpose to inquire into taxpayer's 
liability. Lash, DC Mass., 3/9/59. 


District court decision affirmed on ap- 
peal bars case in Tax Court. Taxpayers 
here were the parties in interest in a 
district court proceeding which had been 
decided, and appealed to the circuit 
court; judgment rendered against tax- 
payers on identical questions of fact and 
law (whether taxpayer was a non-resident 
alien in trade here). The Commissioner’s 
plea of res judicata is sustained. Tax- 
payer had tried to show that because the 
years involved here were different from 
those in the district court 
judicata should not apply. The court 
saw no merit in the argument. Balanow- 
ski, TCM 1959-48. 


case res 


Government can recover refund erron- 
eously made. Taxpayer submitted a re- 
fund claim based on a net operating loss 
carryover after the statute of limitations 
had run. The Government erroneously 
paid the refund and now brings this 
action to recover the payment. The dis- 
trict court dismissed saying that the 
statute of limitations is available only as 
a defense. This court allows the recovery. 
The statute specifically provides that if 
the statute of limitations had barred the 
claim, the Government may recover the 
payment. There is no need here to look 
into the equities. Matthews, Inc., CA-5, 
2/19/59. 


Collateral estoppel applied to deny 
EPT relief. In a prior Tax Court de- 
cision, taxpayer was denied excess profits 
tax relief under Section 722 for 1941 on 
the ground of insufficiency of evidence. 
Alleging facts substantially identical to 
the allegations in the prior case, it now 
seeks similar excess profits tax relief for 
1942 to 1945. The Tax Court held in 
this case that the prior decision bars the 
present action under the doctrine of 
collateral estoppel; the facts and issues 
of the previous case are the same as 
those here. This court affirms. Stern & 
Stern Textiles, Inc., CA-2, 2/2/59. 


Wife’s liability on joint return is pri- 
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mary. Taxpayer had signed a joint re- 
turn with her husband, now deceased. 
After the statute of limitations had run 
on parties primarily liable but before it 
had run on transferees, the Commis- 
sioner attempted to assess the tax against 
her on the theory that she was the trans- 
feree of the assets of her husband's estate. 
The court holds that the statute of limi- 
tations bars the assessment. A party 
who is primarily liable cannot also be 
liable as a transferee for the same taxes. 
Florersch, DC N. Mex., 3/23/59. 


Using cash method not an omission of 
gross income. Taxpayer, who was on 
the accrual basis, incorrectly filed a re- 
turn on the cash basis. The court holds 
that this is not an omission of income 
which will make applicable the five-year 
statute of limitations because more than 
25% of the gross income is omitted. The 
purpose of the statute is to give the Com- 
missioner an additional two years where, 
because of the taxpayer’s omission of 
specific items of income, the Commis- 
sioner is at a disadvantage in detecting 
errors. Davis, DC Ind, 2/16/59. 





. 


Jury doesn’t have to accept paper-per- 
fect family partnership. While there was 
no dispute that, on paper, the taxpayers 
created a perfect partnership with the 
trusts they created for their children, it 
was a jury question whether there was 
a good-faith partnership. The jury hav- 
ing decided against taxpayer, the court 
will not set its verdict aside. Eisenberg, 
CA-3, 1/6/59. 


Part of a partner’s interest is capital 
asset. The 1954 code provides for treat- 
ment of the sale of a partner’s interest as 
the sale of a capital asset except to the 
extent it represents an interest in inven- 
tory or unrealized receivables. The IRS 
now rules the sale of only a part of an 
interest is treated the same way. Rev. 
Rul. 59-109. 


Share of partnership profits received by 
widow was income in respect of a de- 
cedent. Taxpayers’s husband had been a 
member of an insurance brokerage part- 
nership. The partnership agreement pro- 
vided for payment of a share of the 
profits for a ten-year period to the repre- 
sentative of a deceased partner. The 
value of this right to profits for ten years 
had been included in the husband’s 
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Refund limited to issue asserted in 
claim. The refund claim filed by tay 
payer asserted that royalty income re 
ceived by a trust and passed on to her as 
beneficiary should be taxed as capital 
gain rather than ordinary income. She 
now moves to enlarge her claim on the 
theory that the income should have been 
taxed to the trustee. The court denies 
the motion. The refund claim did not 
give notice of this theory. She is limited 
to the relief asked for in the claim, 
Sheen, DC Pa., 3/10/59. 


Salaries of state employees subject to 
levy. The Supreme Court has held that 
a state is a “person” under Section 6332 
of the Code permitting levy upon any 
person in possession of property of a 
delinquent taxpayer. The State Auditor 
of West Virginia had refused to honor 
levies on the salaries of certain state 
employees who were tax delinquent. The 
court of appeals had held hini_per- 
sonally liable for the tax because he re- 
fused to honor a_ valid The 
Supreme Court unanimously affirms. 
Sims, Sp. Ct., 3/23/59. 


levy. 





estate. She included each year’s profit in 
income and later claimed a refund on 
the theory that one-tenth of the estate 
tax valuation of the right should be de- 
ducted in each year. The refund was 
allowed but the Commissioner 
claims it was erroneously paid and sues 
to recover it. The court holds she must 
repay it. The payments received were 
income in respect of a decedent and were 
fully taxable to her. She could not re- 
cover tax-free the estate tax value of the 
income right; that was in no sense a cost 
or basis to her. Such an amortization 
would conflict with the statutory scheme 
of taxation. Ellis, CA-2, 3/9/59. 


now 


Wife investing gift capital not recog- 
nized as partner [Certiorari denied). 
With capital given her by her husband, 
a wife invested in two partnerships op- 
erating taxis. Although she performed 
relatively inconsequential services, she 
received substantial distributions of 
profits, most of which was invested in 
projects which interested her husband. 
The Tax Court concluded that the 
parties at no time intended that the 
wife be a bona fide partner. The Ninth 
Circuit affirmed. Royce, cert. den., 3/ 
23/59. 
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NEW DEVELOPMENTS IN 


Tax-exempt institutions- 


AND RELATED MATTERS 


IRS would deny exemption 
to “action” organizations 


IN ITS REVISED PROPOSED Regulations de- 
fining educational and charitable institu- 
tions organized and operated exclusive- 
ly for exempt purposes, the IRS is in- 
cluding several new sections utterly un- 
like the language of the old Regulations 
and introducing several concepts quite 
new to the field. Tax men interested in 
the problems of such institutions are giv- 
ing the proposed Regulations serious 
consideration. 

Two proposals are attracting particu- 
lar attention. One is an example in the 
proposed regulation dealing with edu- 
cational organizations. “An organization 
which engages in general or basic re- 
search (as contrasted with applied or 
product research) in either the physical 
or social sciences or otherwise and which 
makes the results of such research freely 
available to tie public.” There was con- 
siderable discussion of the wisdom of 
such a policy at the hearings on these 
regulations held in April. 
Private research organizations supported 


proposed 


the limitation as a needed curb on 
exempt institutions undertaking research 
for sponsors paying the costs and having 
sole access to the results. This, private 
research firms contend, is unfair competi- 
tion and an abuse of the exemption. 

The other idea is so novel that even 
the name given it by the Treasury strikes 
the tax man as odd. The Treasury titles 
its proposed new Section 1.501(c)(3)-1(c) 
(3) “Action” organizations, and says, “An 
organization is not operated exclusively 
for... exempt purposes if it is an “‘ac- 
tion” organization,” and explains that 
term in “(ii) An organization is an “ac- 
tion” organization if a substantial part 
of its activities is attempting to influence 
..’ The description of “at- 
tempts to influence legislation” in these 


legislation . 


proposed Regulations is similar to the 
language of the old Regulations about 
advocating legislation or participating in 
electoral campaigns. Section (iv), how- 
ever, turns aside from the questions of 
advocating legislation or participating in 
campaigns and raises questions of how 





the ultimate aims of the organization can 
be achieved. Section 1.501(c)(3)-1(c)(3) 
(iv) says, “An organization is an “action” 
organization if it has the following two 
characteristics: (a) Its main or primary 
objective or objectives (as distinguished 
from its incidental or secondary objec- 
tives) may be attained only by legislation 
or a defeat of proposed legislation; and 
(b) it advocates, or campaigns for, the 
attainment of such main or primary ob- 
jective or objectives as distinguished 
from engaging in non-partisan analysis, 
study, or research and making the re- 
sults thereof available to the public. In 
determining whether an organization has 
such characteristics, all the surrounding 
facts and circumstances, including the 
articles and all activities of the organiza- 
tion, are to be considered.” 
Subparagraph (v) reminds us that, 
“An ‘action’ organization, described in 
subdivisions (ii) or (iv) of this subpara- 
graph, though it cannot qualify under 
Section 501(c)(3), may nevertheless quali- 
fy as a social welfare organization under 
Section 501(c)(4) if it meets the require- 
ments.” Of course, while such a social 
welfare league would be itself exempt 
from tax, contributions to it would not 
be deductible. * 


Contributions to UNICEF 
ruled no longer deductible 
ContrisuTions To UNICEF, the United 
Nations Children’s Fund, have been 
ruled non-deductible. The agency made 
public a letter from the IRS stating that 
contributions made to it are not de- 
ductible under the provisions of Section 
170 of the 1954 Code. 

The Commissioner explained that the 
privileged tax status the fund had en- 
joyed came to an end as of last January 
1, “since the United Nations Children’s 
Fund is an integral part of the U. N. 

The fund, originally called the United 
Nations International Children’s Emer- 
gency Fund, was created by the General 
Assembly late in 1946 to help children 
affected by the devastation of war. In 
1950, its terms of reference were broad- 
ened to extend aid to child care pro- 
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grams and to children dislocated in 
catastrophes wrought by nature. In 1953, 
the Assembly decided that it should con- 
tinue indefinitely, and changed its name 
to the United Nation’s Children’s Fund. 

The fund has appealed the tax ruling, 
contending that it is not an integral part 
of the United Nations, that it is a chari- 
table organization with its own budget, 
supported by voluntary contributions 
from governments. 

UNICEF announced that it is re- 
turning donations from United States 
citizens who may be unaware that they 
can no longer write off those gifts as de- 
ductions on their income tax returns. * 


Taxletter for fundraisers 


A LAWYER OR ACCOUNTANT on the board 
of a charitable or educational institution 
is generally expected to supply the tax 
know-how that nowadays is so important 
to fundraising. If he is not a specialist 
in taxes, or if indeed his main interest 
is in another branch of tax work, he will 
be glad to hear of a new tax service 
aimed at bringing him brief reports on 
new tax developments that will affect 
fundraising activities. 

“Taxes for Fundraisers,” is published 
as a monthly letter, about six pages of 
loose-leaf 814 by 11 sheets, in a large 
size type face. The February issue in- 
cluded one of a series of special reports 
issued irregularly; this one, four pages, 
was a review of the fundamentals of tax 
aspects of contributions. 

The newsletter reports rulings, cases 
and general news items about fundrais- 
ing techniques. Most of them concerned 
Federal taxes, but an additional feature 
in this newsletter might well be the only 
easily accessible source of information 
about state developments. The letter re- 
ports briefly on state actions affecting 
charitable contributions, One issue in- 
cluded a New York will construction 
case, a New York Attorney General’s 
opinion on property tax exemptions for 
charities and a report on a proposal to 
change the Tennessee sales tax exemp- 
tion for sales to non-profit institutions. 

The taxletter is published by the J. K. 
Lasser Tax Institute, Larchmont. wt 


Real estate multiple- 
listing boards taxable 


Tue IRS HAs RULED that real estate 
boards do not qualify for tax exemption 
if a principal board activity consists of 
operating a multiple listing service 


a 


The Journal of Taxation 
for the board’s members (TIR_ 150). 

IRS said this ruling results from a 
study of the tax status of real estate 
boards extending over the past year and 
is based on its conclusion that multiple 
listing is a service to member firms as a 
convenience and economy in the opera- 
tion of their businesses and, in addition, 
is a type of activity ordinarily carried 
on for profit. 

Previous rulings granting exemption 
to such real estate boards will be re- 
voked, but such revocations generally 
will not be retroactive prior to 1958. 


New decisions 





Cemetery’s perpetual care funds tax- 
able; not set apart in trust. A Pennsyl- 
vania statute requires cemetery corpora- 
tions to set aside at least 10% of their 
receipts in a perpetual care fund. Pur- 
suant to the statute, taxpayer's by-laws 
provided for the creation of such trust, 
but in fact no funds were set aside for 
this purpose. Since taxpayer enjoyed the 
unrestricted use of the funds by failing 
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to observe this requirement, it is tax- 
able on the full amount received. The 
trial court’s holding is affirmed. Green 
Lawn Memorial Park, Inc., CA-3, 1/9/ 
59. 


Foundation to benefit founder not ex- 
empt; is recognized as separate taxpayer. 
Taxpayer foundation was used, the court 
finds, to carry out projects in which the 
founder had a pecuniary interest. It 
also expended funds for the benefit of 
the founder and members of his family. 
For these reasons it is held not to be 
exempt from tax. The court rules, how- 
ever, that the foundation is not a sham, 
and though dominated by its 
founder, it is recognized as a separate 
taxable entity. Its income is therefore 
not attributable to the founder. Best 
Lock Corp., 31 TC No. 125. 


even 


Failure to furnish information ends 
exempt status. A tax exempt organiza- 
tion which fails or is unable to file the 
required annual returns may lose its 
exempt status. Rev. Rul. 59-95. 





New fraud and negligence decisions 


Shrimper’s understatement not fraudu- 


lent [Acquiescence|. Taxpayer was a 
shrimper with little or no education. 
The Commissioner showed, by net worth 


computations, that he understated his 


income for the years 1942-1952. The 
court found the understatement _in- 


sufficient evidence to establish fraud in 
the absence of a showing of deliberate 
intent to evade tax. Assessment of the 
deficiencies is, therefore barred by the 
30 


statute of limitations. Marinzulich, 


TC acq. IRB 1959-12. 


Jury finds fraud for two out of four 
years. In this civil net worth case, the 
disputed items were taxpayers’ closing 
inventory and the fraud penalty. The 
jury determined the closing inventory 
and imposed fraud penalties for 1944 
and 1945 but not for 1942 and 1943. 
Thompson, DC N. Mex., 10/7/58. 


*Reconstruction of income by net worth 
disapproved. engaged in 
varied and numerous business activities 
and investments but failed to keep ade- 
quate records. His business transactions 
were almost entirely cash transactions. 
The Tax Court accepted a reconstruc- 
tion of his taxable income for 1944-1950 


Taxpayer 


net worth method. This court 
reverses. The net worth computation is 
based in part upon disallowing $80,000 
unexplained expenditures. By putting 
the burden on taxpayer to show that this 
was consumed in living expenses, etc., 
the Tax Court has misapplied the net 
worth method. Polizzi, CA-6, 4/2/59. 


by the 


Error in net worth computation de- 
stroyed presumption of IRS correctness. 
The Commissioner asserted deficiencies 
based on net worth computations for 
1948-51. The Tax Court upheld the 
assessments because the taxpayer did 
not show it was unreasonable or that 
there were serious errors in computa- 
tion. This court reverses and remands. 
It is well settled that the Commissioner's 
determination is presumed correct, but 
if error is shown the presumption dis- 
appears and the Commissioner then has 
the burden of proving the 
amount due. A presumption, the court 
says, is but a heavier burden of proof, 
but once overcome the burden of go- 
ing forward shifts. Here the Commis- 
sioner omitted certain properties from 
both opening and closing inventories 
(ordinarily this would not affect tax due) 
and also made omissions from opening 


correct 





inventory only. The Tax Court erred 
in excusing both by saying the taxpayer 
failed to show how the assets were not 
offset by borrowing, etc. Once the tax. 
payer showed the error, it was up to the 
Commissioner to prove the correctness of 
the deficiency. Harp, CA-6, 2/11/59. 


Fraud not proved by showing only net 
worth increase and total tax paid. It was 
too late for the Commissioner to assess 
tax for the years here in issue unless he 
could prove fraud. The Commissioner 
was able to compute taxpayer's net- 
worth increase for these years and the 
taxpayer agreed it was correct. However, 
the IRS had already destroyed the re. 
turns for those years and could show 
only the net amount of tax paid. The 
Tax Court majority held, and this court 
affirms, that the Commissioner had _ not 
met the burden of proving fraud—there 
is no proof of the amount of income re- 
ported. Rubinstein, CA-3, 3/17/59. 


Net worth determination upheld; but 
court makes changes in computation 
[Acquiescence]. The Commissioner de- 
termined the net income of taxpayer, 
who was in the wholesale produce busi- 
ness, by the net worth method. Taxpayer 
did not contest the use of the method 
and the court the Commis- 
sioner’s computation with some adjust- 
ments. Schultz, 30 TC 256, acq. IRB 
1959-10. 


sustains 


Officer not liable for withholding pen- 
alty. The 100% penalty for failure to 
pay over withheld taxes was here assessed 
against the secretary-treasurer of the cor- 
poration. Upon a finding by the court 
that he did not have control over the 
cash which would have permitted him 
to make remittance of the taxes, the re- 
fund of the penalty is ordered. On the 
facts, he was not the officer responsible 
for the failure to pay. Mattox, DC Minn., 
2/28/59. 


Deficiencies upheld, but not fraud penal- 
ties. This court sustains the Tax Court's 
finding of deficiencies. Taxpayer is a 
ship chandler who, according to cus 
tom, gave rebates to ship captains. Be- 
cause of lack of proof, the Tax Court 


limited the deduction to 3.25% 


4 instead 


of the nearly 10% claimed by taxpayer. 
In so doing, the court weighed the credi- 
bility of witnesses; it was not bound by 
its determinations in other similar cases. 
However, there was insufficient evidence 
to sustain the fraud penalties imposed 
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by the Tax Court. There was a showing 
of unreported income, but taxpayer. al- 
leged corresponding understated ex- 
penses. The Commissioner had not met 
his burden of proof on the fraud issue. 
Richardson, CAA, 3/3/59. 


Unreported sales included but not un- 
reported purchases. Taxpayers were in 
the scrap metal business. Though suc- 
cessful in the fundamentals of their 
trade, they displayed complete disdain 
for the more prosaic aspects of the busi- 
ness world such as the keeping of books 
and records. The Commissioner allowed 
all deductions claimed, but determined 
deficiencies on the basis of specific omis- 
sions of sales. Taxpayer claimed the in- 
come omissions should be offset by un- 
recorded cash purchases. But because 
of the inconclusive nature of taxpayer's 
evidence as to the purchases, the court 
upholds the Commissioner. However, no 
part of the deficiencies are found due to 
fraud with intent to evade tax. Schellen- 
berg, 31 TC No. 132. 


IRS has burden of proof of fraud. Tax- 
payer on this appeal concedes that the 
substantial deficiencies the district court 
found are correct but contests the im- 
position of fraud penalties. The district 
court found that the taxpayer had failed 
to meet its burden of proof. This court 
reverses. While the taxpayer has the bur- 
den of proof as to the deficiencies, it is 
well settled that the government has the 
burden of proof as to the fraud penal- 
ties. One dissent on the grounds that the 
findings and evidence were adequate to 
support the judgment. Carter, CA-5, 
3/10/59. 


Cost of unreported sales determined [Ac- 
quiescence]. A partnership engaged in 
buying and selling confectionary sup- 
plies during the war years omitted $500,- 
000 of sales over a two-year period. The 
partners admitted the understatement, 
but argued that their costs for these sales 
were equal to the sales price, and that 
the costs were similarly not reflected on 
the books. The court determined the 
cost of merchandise involved in the un- 
recorded sales to be $375,000. Goldsmith, 
31 TC 56, acq. IRB 1959-13. 


Commissioner sustained on deficiency 
but not on fraud penalty. During the 
years involved taxpayer was engaged in 
the business of buying and selling metals 
under a company name. The only item 
of income he reported on his individual 


New fraud and negligence decisions « 35% 


returns was a “salary” from the com- 
pany. Both the Commissioner and tax- 
payer agreed that the income and losses 
reported by the company on corporate 
returns should be treated as the income 
and losses of taxpayer for the same years. 
But the amounts determined by the 
Commissioner to be business income 
greatly exceeded the amounts returned 
by the company. The court finds the 
Commissioner’s determination to be cor- 
rect not because of any proof or facts, 
but because taxpayer, who had the onus 
of proof, had not shown otherwise. But 
on the question of fraud the court holds 
the Commissioner failed to meet his 
burden of offering the requisite proof for 
all years except one. Est. of Alpirn, 
TCM 1959-60. 


Use of formulas to reconstruct gambling 
income upheld. Taxpayers were part- 
ners in a casino which provided gambl- 
ing facilities on an extensive scale. Be- 
cause of lack of adequate records, the 
Commissioner reconstructed the part- 
nership income by using the following 
formulas based on_ nationwide exper- 
ience: 12° 


oO 


of gross amount bet for com- 
puting winnings on the “horse-book”; 
79%, of gross amount played for com- 
puting winnings from the slot machines; 
and ten times salaries paid for comput- 
ing winnings from the dice games. The 
court affirms the Tax Court opinion that 
the determination is reasonable in the 
absence of any evidence on taxpayer's 
part showing the determination to be 
erroneous. Delsanter, CA-6, 3/4/59. 


Fraud penalties upheld for World War 
II candy business. During World War II 
taxpayer was in the candy business; he 
did not keep books and reported no in- 
come from it. The Tax Court held that 
there were deficiencies due to fraud. It 
rejected taxpayers contentions that the 
business belonged to his children and 
that he was merely acting as a broker for 
others. Zeddies, CA-7, 2/20/59. 


Omission of sales through fictitious in- 
voicing fraudulent. Although deficiencies 
against taxpayers for 1942, 1943 and 
1946 are upheld by reason of conceded 
unreported income, the ommissions by 
themselves are not deemed fraudulent. 
However the fraud penalties are sus- 
tained for the years 1944 and 1945 in 
which taxpayers failed to report sub- 
stantial sales by invoicing goods to buy- 
ers under fictitious names. Prizip, TCM 
1959-56. 


Negligence in keeping inventory records 
not fraud. The Commissioner sought to 
prove fraud, and founded his case ex- 
clusively on the intricacies of inventory 
accounting. Taxpayer was one of a 
group of related corporation engaged in 
distilling alcohol from potatoes (a new 
and very difficult process) during the 
war. There were constant production 
problems, spoilage of inventory, alter- 
nating shortages and gluts of barrels, 
whiskey, etc. The Commissioner based 
his fraud charges on three specific in- 
voices by one company to another for 
whisky it did not then own. Deliveries 
and payments were made from time to 
time thereafter. However the unreceived 
balance was recorded by the “buyer” at 
its year end as inventory and in two cases 
at market values below the invoice price. 
Sometime later the companies were con- 
sidering a public offering of securities 
and a new CPA was engaged. Upon his 
advise amended tax returns were pre- 
pared eliminating these items from in- 
ventory. The court holds for taxpayer 
on the ground that the Commissioner 
failed to sustain his burden of establish- 
ing clear and convincing proof of a 
fraudulent intent. United Distillers (of 
America) Ltd., TCM 1959-46. 


Reliance upon attorney does not excuse 
failure to file estimates. Reliance by tax- 
payer upon his attorney to prepare and 
file declarations of estimated tax did not 
excuse taxpayer for failure to file the 
declarations. The failure to file was due 
to the negligent omission of a ministerial 
act by an employee and was not due to 
an error of professional judgment upon 
a question submitted to competent tax 
counsel for advice. Phelan, TCM 1959- 
53. 


Inventories reconstructed in absence of 
complete and reliable records. The Com- 
missioner is held to have properly re- 
constructed taxpayer’s income; the 
records were incomplete and unreliable. 
The court specifically approved the de- 
termination of inventories by (1) taking 
the sum of opening inventory and pur- 
chases, and adding on a mark-on per- 
centage to arrive at the total sales value 
of goods available for sale; (2) subtract- 
ing the actual sales for the year, leaving 
as the remainder the closing inventory at 
selling price; (3) subtracting from this 
amount a determined gross profit factor 
resulting in the closing inventory figure 
at cost. Western Supply and Finance 
Co., TCM 1959-57. 
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How to handle debt in amalgamation; 


overlap of Code and cases is confusing 


by JESSE G. SILVERMAN, JR. 


Despite the long-standing need for clarification of the acceptable equity-debt ratio 


in securities received in tax-free combining reorganizations, 


only one change. 


the 1954 Code makes 


It, the excess principal amount rule, was an improvement, but, 


as continuing studies by the Advisory Group on Subchapter C and other practition- 


ers show, there are large uncertainties in the doctrine of continuity of interest and 


unjustifiable restrictions in the solely-for-voting-stock provision in the Code. Mr. 


Silverman illuminates the nature of these limitations in the use of debt in corporate 


amalgamations, 


considers briefly how they 


developed and reviews critically the 


proposals for change now being given attention in Congress. 


: i¥o ISSUANCE OF DEBT in corporate 
amalgamations is subject to a num- 
ber of interacting limitations. At pres- 
the three most important limita- 
tions are: the judicial continuity-of-in- 
terest doctrine; the solely-for-voting-stock 
requirement, applicable only to “practi- 
cal’ mergers and consolidations and to 
acquisitions of controlling stock inter- 
and excess-principal-amount 
provisions, which affect tax consequences 
the shareholder and _ security 
holder level and are significant primar- 


ent, 


ests; the 


only at 


ily in connection with statutory mergers 
The newer of the 
limitations, excess-princi- 
added by the 1954 
Code; solely for voting stock was intro- 
duced with the Revenue Act of 1934. 
The judicial doctrine of continuity-of- 
interest was developed to fill in a re- 
markable gap in the early reorganiza- 
tion provisions of the tax law. 

When Congress first enacted the reor- 
which were des- 
tined to serve as a structural pattern 
even to the present time, it defined the 
“reorganization” to include 
ger or consolidation (including the ac- 
. Sub- 
stantially all the properties of another 
corporation).” It provided further for 


and consolidations. 
two statutory 


pal-amount, was 


ganization provisions 


term ““mer- 


quisition by one corporation of . . 





non-recognition of gain or loss upon an 
exchange of stock or securities for stock 
or securities in pursuance of a plan of 
reorganization. This legislative mandate, 
if construed literally, might well have 
produced a tax-free reorganization even 
if a transferor corporation and its share- 
holders received only debt securities. No 
express provision was made respecting 
the nature of the consideration to be 
given by the acquiring corporation, but 
this remarkable hiatus was eventually 
filled by the judicial continuity-of-inter- 
est doctrine. 


Continuity of interest 


The Supreme Court first espoused the 
continuity-of-interest requirement in the 
1933 Pinellas case,1 which involved the 
disposition of substantially all the prop- 
erties of a corporation in return jor large 
cash payments plus secured notes of the 
acquiring corporation maturing in less 
than four months. The Supreme Court 
veiwed the short-term notes as 
lent of cash” 
“clear language” 


“equiva- 
and failed to find any 
in the 1926 act evi- 
dencing a legislative intent to treat the 
transaction differently from an all-cash 
sale. 

The Court explained further that, in 
order to qualify for non-recognition, 





“the seller must acquire an interest jn 
the affairs of the purchasing company 
more definite than that incident to owp. 
ership of its short-term purchase-money 
notes.” The Supreme Court also cited 
with approval a substantially identical 
decision by the Second Circuit, whic 
set forth the primary requisite that 
there be some continuity of interest on 
the part of the transferor corporation 
or its stockholders in order to obtain 
exemption. 

Such was the genesis of the continuity. 
of-interest doctrine. However, both the 
Supreme Court and the Second Circuit 
made it clear that they were not pre. 
scribing a doctrine which would be ap- 
plied to situations less extreme than the 
two with which they had actually been 
confronted. In fact, the opinion of the 
Second Circuit specifically reserved the 
question of how long-term securities 
would fare. This served to assure that 
delimitation of continuity-of-interest 
would require protracted litigation. 

In the next situation presented to the 
Supreme Court, the consideration given 
by the acquiring corporation consisted 
partly of its common stock, having sub- 
stantial value, and partly of cash or 
bonds.2 The Court had little difficulty 
in concluding that, if the common stock 
were sufficient in amount, the addition- 
al payment of cash or issuance of bonds 
would not adversely affect reorganiza- 
tion status. But the Court took this oc 
casion to supplement the continuity-of- 
interest doctrine by stating that the con- 
tinuing interest retained by the trans- 
feror or its shareholders “must be defin- 
ite and material; it must represent a sub- 
stantial part of the value of the thing 
transferred.” 

At the same time, the Court decided 
in another case that the continuity-of- 
interest requirement could be satisfied 
if the acquiring corporation paid cash 
and issued a sizable block of non-voting, 
non-participating preferred stock as con- 
sideration for the properties acquired.® 
The Court reasoned that “the owner of 
preferred stock is not without substan- 
tial interest in the affairs of the issuing 
corporation, although denied voting 
rights.” Although not mentioned in the 
Supreme Court’s opinion, the preferred 
stock in question was subject to retire- 
ment at stated intervals, probably 
through operation of a sinking fund. 

At that point, the important unan- 
swered question in the continuity-of-in- 
terest area was whether the continuing 
interest of the transferor or its share- 
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holders might be represented solely by 
long-term debt of the acquiring corpora- 
tion. Surprisingly, this question was not 
resolved by the Supreme Court until 
1940, when it decided LeTulle, 308 U.S. 
415, holding that continuity-of-interest 
imported that the transferor or its share- 
holders must retain a proprietary stake 
in the amalgamated corporation and 
that the retention of debt securities 
alone, regardless of their maturity, would 
preclude a “reorganization.” 

However, neither LeTulle nor later 
judicial developments have rendered a 
definite answer to what is probably the 
most interesting question in this area. 
Namely, what quantum of the proprie- 
tary interest must be retained by the 
transferor or its shareholders? 

The Supreme Court has held the con- 
tinuity-of-interest requirement to be sat- 
isfied where approximately 56% of the 
consideration given by the acquiring 
corporation consisted of voting trust 
certificates representing its stock.4 At 
the same time, the Supreme Court ap- 
proved transactions in which stock of 
the acquiring corporation apparently 
constituted 45%5 and 38%° of the con- 
sideration. Then in one subsequent de- 
cision not reviewed by the Supreme 
Court, the continuity-of-interest require- 
ment was held to be satisfied by the is- 
suance of stock of the acquiring corpora- 
tion in an amount representing 28% of 
the consideration given, the balance be- 
ing represented by cash.7 

The IRS found the requisite contin- 
uity of interest to exist when all of a 
new corporation’s stock was given for a 
corporate transferor’s properties and 
persons owning 82.6% of the stock of 
the transferor received 64.2% of such 
consideration.8 The National Office of 
the IRS has apparently been following 
an unpublished administrative policy 
which requires that at least 50% of the 
consideration must take the form of 
stock before the Service will issue a 
favorable ruling as to the reorganization 
status of a statutory merger. 


— Ice & Cold Storage Co., 287 U.S. 462 
(1933). 

? Minnesota Tea Co., 296 U.S. 378 (19385); G&K 
Mfg. Co., 296 U.S. 389 (1935). 

*John A. Nelson Co., 296 U.S. 374 (1935). 
*Minnesota Tea Co., supra. In computing this 
percentage, the likelihood that the voting trust 
certificates were less valuable than the underly- 
ing stock has been disregarded by the author, as 
it was by the Tax Court in Southwest Natural 
Gas Co., 14 TC 81 (1950), aff’d 189 F.2d 332 (5th 
Cir.) cert. den. 342 U.S. 860 (1951). 

Watts, 296 U.S. 387 (1935). 

*John A. Nelson Co., supra. 
* Muskegon Motor Specialties Co., 134 F.2d 904 
(6th Cir. 1943). 

* Rev. Rul. 54-610. 
°14 TC 81 (1950), aff'd, 189 F.2d 332 (5th Cir.) 
(1 dissent), cert. denied, 342 U.S. 860 (1951). 
*° Practical mergers and consolidations are amal- 
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One recent decision, Southwest Nat- 
ural Gas Co.,® held the continuity-of-in- 
terest requirement was not met because 
of the insubstantial value of the retained 
proprietary stake. That case involved a 
statutory merger in which the considera- 
tion given consisted of cash, bonds and 
common stock of the surviving corpora- 
tion. Although the stock constituted 
16.4%, of the surviving corporation’s out- 
standing common stock, its value repre- 
sented less than 1% of the consideration 
given for the transferred assets by the 
surviving corporation. 

This decision indicates that no re- 
tained stock interest will satisfy the con- 
tinuity-of-interest requirement unless its 
value, rather than the percentage of cor- 
porate ownership which it represents, is 
sufficiently substantial. Although such a 
rule reflects the Supreme Court’s pro- 
nouncements on continuity of interest 
with fidelity, it is debatable whether such 
a resilt is justifiable. However, this ques- 
tion, like many others relating to con- 
tinuity-of-interest, has been rendered 
progressively less significant by statutory 
enactments. 


“D” reorganizations 


Since 1924 a separate category of re- 
organization has been provided for 
transfers of property between corpora- 
tions under common control. This pro- 
vision, although primarily applicable to 
corporate separations, also encompasses 
amalgamations which meet the require- 
ment of common control, provided the 
transfer includes substantially all of the 
transferor’s assets. 

Since the “control” required by stat- 
ute in a reorganization of this type is 
80%, stock ownership, the proprietary 
stake required to be retained by the 
transferor or its shareholders under the 
judicial continuity-of-interest doctrine 
will necessarily be found in most cases 
which meet the literal statutory require- 
ments. In fact, the continuity of owner- 
ship inherent in the control requirement 
is frequently referred to as the contin- 


gamations involving asset acquisitions, but are 
not effected pursuant to Federal, state, territor- 
ial, or District of Columbia corporation laws. Ac- 
quisitions of controiling stock interests are reor- 
ganizations under Section 368(a)(1)(B) of the 
1954 Code. This is technically a misnomer since 
control may precede as well as follow the stock 
acquisition. 

11 Southwest Consol. Corp., 315 U.S. 194, 198 
(1942). 

12 See Sections 368(a)(1)(C) 1954 Code (treat- 
ment of liabilities) and 368 (a)(2)(B) (per- 
missible additional consideration). Voting stock 
of a corporation in coutrol of the acquiring cor- 
poration is also permissible under the parenthe- 
tical clause of Sections 368(a)(1)(C), (2) (C) 
of the 1954 Code. These provisions represent 1954 
Code changes and overrule Groman, 302 U.S. 82 
(1987), and Bashford, 302 U.S. 454 (1938), 
which were sometimes considered to represent a 
facet of the continuity-of-interest doctrine. 


uity-of-interest requirement. Such mix- 
ing of terminology is, at best, confusing, 
for there are situations in which com- 
pliance with the statutory definition of 
control would not satisfy the judicial 
continuity-of-interest doctrine. In such 
cases it is necessary to determine wheth- 
er the statutory requirement pre-empts 
the judicial doctrine or whether the two 
requirements are cumulative. 

One situation which graphically pre- 
sents this problem involves transfers by 
two separately controlled corporations 
to a third corporation which is there- 
after jointly controlled by the transfer- 
ars’ shareholders. Another involves the 
transfer of substantially all of a corpo- 
ration’s assets to another corporation 
which is controlled by the waiver of an 
insignificant amount of the transferor’s 
stock. If the bulk of the considera- 
tion given for a transferor’s assets were 
debt securities, the judicial continuity- 
of-interest doctrine, if applicable,-would 
probably preclude qualification as a re- 
organization. Although there is no di- 
rect authority on whether the judicial 
doctrine would operate as an additional 
limitation under Section 368(a)(1)(D), 
the indications are that it would. Cer- 
tainly this would seem to be the better 
view. 


Solely for voting stock 


The Revenue Act of 1934 subjected 
“practical” mergers and consolidations, 
as well ‘as acquisitions of controlling 
stock interests,!° to the requirement that, 
in order to qualify as reorganizations, 
they be solely for all or a part of the 
voting stock of the acquiring corpora- 
tion. By limiting the type of considera- 
tion which may be given, the solely-for- 
voting stock requirement is generally 
more onerous and has in fact been de- 
scribed by the Supreme Court as mak- 
ing “the continuity-of-interest test .. . 
much stricter . . . [because the word] 
‘solely’ leaves no leeway.”’11 

The possible implication that the 
solely-for-voting-stock requirement modi- 
fied, rather than supplemented, the judi- 
cial doctrine is correct in a substantial 
sense. For if the composition of the con- 
sideration given by the acquiring corpo- 
ration satisfies the solely-for-voting-stock 
requirement, even as liberalized in the 
case of asset acquisitions,!? it must al- 
most of necessity qualify under the judi- 
cial doctrine. 

However, the judicial doctrine also 
prescribes the repository of the “substan- 
tial proprietary stake” yielded by the ac- 
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[Mr. Silverman practices law in New 
York; he is a member of the firm of Rob- 
erts & Holland. This article brings up 
to date the fully footnoted somewhat 
longer paper published in the Virginia 
Law Review, Vol. 44, No. 6.] 





quiring corporation, i.e., the transferor 
or its shareholders, or the creditors of 
an the 
retention must be enduring to some ex- 
tent; mere temporary retention of the 
proprietary stake will not qualify. It is 
in this area that one may expect to en- 
counter the question of whether the 
“solely-for-voting-stock” requirement 
pre-empts the judicial doctrine. The 
preferable and more likely conclusion 
appears to be that the statutory require- 
ment supplements the judicial doctrine 
and does not supplant it. 


insolvent transferor. Moreover, 


Excess principal amount 


So far as the stockholders and security 
holders of a corporate party to a reor- 
ganization are concerned, it had been 
provided until 1954 that non-recognition 
of gain or loss would result from the ex- 
change of stock or securities for stock or 
securities pursuant to a plan of reor- 
ganization. This provision had generally 
been interpreted to permit the exchange 
of stock for debt securities. 

The tax-free step-up of a stock invest- 
ment into a creditor’s position was as- 
siduously contested by the Government, 
particularly in relation to the recapitali- 
zation of a single corporation. Such re- 
organizations displayed most graphically 
the serious policy problem of bailing-out 
corporate earnings and profits without 
dividend consequences at any time. 

To eliminate the tax-avoidance poten- 
tial of tax-free shifts from an equity 
position to a creditor’s position the 1954 
Code limited non-recognition of gain in 
reorganization exchanges in which the 
principal amount of the debt securities 
received exceeded the principal amount 
of those surrendered. It provided that 
the fair market value of any such excess 
would constitute non-qualifying prop- 
erty (boot) and, if a gain had been real- 
ized, it would be recognized and prob- 
ably result in dividend treatment. 

The excess principal amount provis- 
ions appear eminently sound as a mat- 


13 The first report (December 24, 1957) by the 
Advisory Group recommended that the require- 
ment be one-half. The revised report (December 
9, 1958) changed this to two-thirds, saying the 


Advisory Group attempted to set the percentage 
at a figure which will be “high enough to require 
a significant continued interest on the part of 
the shareholders of the transferor corporation 
and yet not so high as to lead to undue valua- 
tion problems.” 
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ter of tax policy and, in retrospect, it 
seems somewhat surprising that their 
enactment was so long delayed. How- 
ever, these provisions are applicable 
only in determining the amount of gain 
recognized to shareholders and security 
holders. They accordingly leave unaf- 
fected the recognition of losses realized 
by shareholders and security holders, as 
well as the various tax consequences of 
a reorganization at the corporate level. 


Advisory Group recommendations 


The _ solely-for-voting-stock require- 
ment has been strongly criticized in re- 
cent years, and the criticism appears to 
be well deserved. The mere requirement 
that the consideration be stock can hard- 
ly be significant in the absence of any 
quantitative test of its voting power. 
Moreover, it is difficult to perceive any 
sound consideration of tax policy which 


should completely disqualify an amalga- - 


mation in which some consideration is 
given in addition to whatever kind and 
amount of stock may be requisite. But 
perhaps one of the most serious objec- 
tions is that the transactions now sub- 
jected to the solely-for-voting-stock re- 
quirement essentially similar 
statutory mergers and _ consolidations 
and should not bear disparate statutory 
burdens. 

The  solely-for-voting-stock require- 
ment was eliminated from the 1954 Code 
in the bill which first passed the House 
of Representatives. In its place was a 
relative-size requirement, i.e., that the 
shareholders of each component receive 
at least 25% of the participating stock 
of the acquiring corporation. However, 
the Senate viewed the cure as more 
troublesome than the malady, and its 
changes resulted in substantial re-enact- 
ment of prior law. 

A report on Subchapter C submitted 
by the Advisory Group of distinguished 
tax practitioners to the Internal Rev- 
Taxation Subcommittee, in 
turn transmitted to the Ways and Means 
Committee, points out that the solely- 
for-voting-stock requirement unduly re- 
stricts the operation of the reorganiza- 
tion provisions, to the detriment of tax- 
payers and the Treasury, and recom- 
mends its elimination. It is hoped that 
this will find legislative acceptance. 

The Advisory Group also recommends 
that qualification of an amalgamation 
as a reorganization under Section 368(a) 
(1)(B) or (C) be conditioned upon the 
requirement that at least two-thirds!3 of 
the consideration given by the acquiring 


are to 


enue and 








corporation consist of its own stock, 
Under its proposal, no distinction would 
be drawn between the voting and non- 
voting stock and, as under present law, 
either common stock or preferred stock 
would qualify. Such a provision, if it 
were enacted, would in many respects 
resemble a codification of the judicial 
continuity-of-interest doctrine. Although 
the Advisory Group’s report does not 
specify whether this statutory require- 
ment would be intended to supersede 
the judicial doctrine, it is assumed that 
the legislative intent on this question 
would be made known. 

The advantages of -substantially or 
completely codifying the requirements 
in this area are obvious. The resulting 
clarification the applicable rules 
would provide greater certainty to tax- 
payers and would at the same time facili- 
tate the administration of these rules by 
the taxing authorities. From this ‘stand- 
point, the 66234% requirement recom- 
mended would be salutary. 

However, if the 6624% requirement 
were imposed as a limitation upon the 
definition of reorganization, as the Ad- 
visory Group has recommended, non- 
compliance would result in full recogni- 
tion of losses, as well as gains, realized 
by corporations, shareholders and secur- 
ity holders. Although it at first appears 
that this consequence would merely ex- 
emplify the mutuality of application to 
which taxpayers should be entitled, this 
may not be entirely true. 

The reorganization provisions have 
generally conditioned recognition of loss 
upon a more complete termination or 
change of investment position than that 
required to produce recognition of gain. 
This seeming disparity in the treatment 
of gains and losses appears quite sound, 
particularly since composition of the 
consideration received upon a reorgani- 
zation may to a substantial extent be 
within the control of the transferor and 
its shareholders. Similar considerations 
may indicate that the 6624% require- 
ment, if applicable to the recognition 
losses, afford 
latitude to taxpayers. 

It appears likely, in any event, that 
the significant developments affecting 
the type of consideration which may be 
given upon corporate amalgamations 
may be expected to be statutory. The 
judicial doctrine of continuity-of-inter- 
est was both wise and expedient. How- 
ever, the more precise legislative man 
dates which replace it should constitute 
a more satisfactory frame of reference. % 
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Subchapter S hazards emphasized by 


IRS narrowness in proposed Regulations 


s TAX MEN continue to study the pro- 
A posed Subchapter S Reguiations and 
discuss the validity of some of the posi- 
tions the IRS is taking (see the comment 
in these columns last month) those giv- 
ing serious thought to the possibility of 
electing are warned that these proposed 
Regulations contain a number of po- 
tential pitfalls which were not obvious, 
or perhaps were to be found only by 
implication, in the language of the sta- 
tute and the committee report. 

Here is a list of some of those danger 
spots which should be born in mind 
by anyone considering the election. 

Hearings on these proposed Regula- 
tions were held in Washington on May 
7 and while it is possible that changes 
may be made in some of the criticized 
provisions, it is obvious that the Treas- 
ury realized the significance of the posi- 
tions it took and it seems unlikely that 
it intends to retreat from any important 
ones. While the courts may very well 
ultimately arguments of 
those contesting those positions, the prac- 
titioner will tread warily as he bases a 
plan on an interpretation of Subchapter 
§ not in accord with these Regulations. 


uphold the 


Major questions 


1. While ownership of 80% or more 
of the stock of another domestic corpo- 
ration will ordinarily disqualify a corpo- 
ration initially from eligibility under 
Subchapter S, acquisition of such stock 
by a corporation which has already 
elected Subchapter S will not serve to 
terminate the Subchapter S_ election. 
(Par. 1.1371-1(c)). 

2. In determining whether a corpora- 
tion is eligible under Subchapter S by 
reason of having more than one class of 
stock stock “improperly 
designated as a debt obligation” is taken 
thin 
corporation will be ineligible almost as 
a matter of course, since it is virtually 
inconceivable that equity investments 
in it that have been improperly de- 
nominated as debt will have the same 
voting rights, dividend rights, and liqui- 
dation preferences as the class of equity 
investment which is denominated as 
stock. (Par. 1.1371-1(g)). 

3. A corporation is ineligible to elect 


outstanding, 


into account. This means that a 


by FRED W. PEEL 


‘Subchapter S treatment if it is in the 


process of complete or partial liquida- 
tion, has adopted a plan of complete or 
partial liquidation, or is even contem- 
plating complete or partial liquidation 
or adoption of such a plan in the near 
future. (Par. 1.1372-1(a)(2)). 

4. Election of Subchapter S treatment 
becomes binding even before the period 
for making such an election has expired. 
For example, a calendar year corpora- 
tion which has not previously elected to 
come under the Subchapter has the 
months of December, 1959, and January, 
1960, in which to make such an election 
for 1960. If the election form is filed in 
December, 1959, a withdrawal of the 
election will be inefrective even if filed 
before the end of January, 1960. (Par. 
1.1372-2(b)(3)). 

5. In measuring receipts from the sale 
of stock or securities (for purposes of 
determining whether an _ election is 
terminated by receipt of personal hold- 
ing company income), losses on the dis- 
position of some securities will not offset 
gains from others. (Par. 1.1372-4(b)(5) 
(viii)). 

6. The law provides that only divi- 
dend distributions in money reduce an 
electing corporation’s undistributed tax- 
able income. The proposed Regulations 
state that a distribution of property 
other than money in satisfaction of a 
dividend declared in money will not be 
considered a distribution in money. (Par. 
1.1373-1(d)). 

7. The rule of the proposed Regula- 
tions that current earnings and profits 
are first allocated to distributions of 
money is simple to apply and generally 
favorable. However, if ownership of 
stock changes during the year and there 
is a distribution of money to the selling 
shareholder and a distribution in kind to 
the buying shareholder with the total 
distributions exceeding current and ac- 
cumulated earnings and profits, alloca- 
tion of current earnings and profits first 
to the money distribution will result in 
a greater tax on the recipient of the 
money distribution than would be the 
case under the usual rule that earnings 
and profits are pro-rated among all dis- 
tributions made during the year. (Par. 
1.1373-1(d)). 
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8. Distributions by an electing corpo- 
ration are treated as made when received 
by the shareholder, not when distributed 
by the corporation. (Par. 1. 1373-1(f)). 

9. If earnings and profits for a year 
for which a Subchapter § election is in 
effect exceed taxable income (because of 
the receipt of municipal bond interest, 
for example, or because percentage de- 
pletion exceeds costs depletion), distribu- 
tions out of such earnings and profits 
will be taxable dividends notwithstand- 
ing the Subchapter S$ election. Conse- 
quently, the tax treatment of a share- 
holder in a Subchapter S corporation 
will not necessarily be the same as the 
tax treatment of a partner or sole pro- 
prietor under the same circumstances. 
(Par. 1.1373-1(g) Example (2) and Par. 
1.1377-2(b)). 

10. Although, while a Subchapter S 
election is in effect a corporation may 
not utilize a net operating loss carried 
over from a loss year prior or subsequent 
to its election, the years in which the 
election is in effect count against the 
five years for which a net operating loss 
may be carried forward or the three 
years for which a loss may be carried 
back. For example, if a corporation has a 
net operating loss in 1959 which may 
not be utilized as a loss carry-back and 
subsequently elects Subchapter S$ for the 
five years 1960-1964, the entire period for 
use of the loss carry-forward will have 
been exhausted without any tax benefit 
from it. (Par. 1.1374-1(a)). 

11. When a shareholder dies during 
an electing corporation’s taxable year 
no one may utilize his share of the cor- 
poration’s net operating loss of the year. 
(Par. 1.1374-1(b)(2)). 

12. The net operating loss of an elect- 
ing corporation which is carried through 
to a shareholder is a deduction of the 
type which will be taken into account 
in determining whether the shareholder 
has hobby losses from a particular busi- 
ness of more than $50,000 a year for five 
successive years. (Par. 1.1374-2). 

13. The proposed Regulations look 
through the corporate entity to the ac- 
tivities of the shareholders and of the 
shareholders’ other electing corporations 
to determine whether gain on the sale 
of assets is of a character eligible for 
capital gain treatment. (Par. 1.1375-1(d)). 

14. To qualify as distributions of pre- 
viously taxed income which are not 
treated as dividends to the shareholders, 





[Mr. Peel is a member of the Washing- 
ton, D. C. law firm of Alvord & Alvord.} 
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‘““THE REVOLUTIONARY CHARACTER of 
Subchapter S$ should have led Con- 
gress to show more restraint in its 
consideration and enactment,” says 
Robert Anthoine of Columbia Law 
School writing on 1958 Federal Tax 
Legislation in the Columbia Law 
Review 58, page 1175). 
“Despite the fact that it is an elec- 
tive section, a provision of this kind 
should first be the subject of public 
hearings and careful study by the 
leading bar associations and by in- 
terested citizens. 


(volume 


“At best, it is highly questionable 
whether the electing corporation has 
any proper place in a tax law that is 
extremely complex. The 
objective of minimizing tax con- 
siderations in 


already 


the selection of the 
form of business organization is com- 
mendable. But to say that a corpo- 
ration is in some respects a corpora- 
tion and in others a tenancy in com- 
mon goes against the grain not only 
of the tax law as a whole but also 
of corporate law. Furthermore, there 
appears to be no real need for such 
a provision. The limited partnership 
is well suited to most of the ven- 
tures that Subchapter S seems de- 
signed to serve. In addition, with 
the broad insurance protection and 





ANTHOINE URGES REPEAL OF SUBCHAPTER §$ 


non-recourse loans now available, 
the partners in a general partner- 
ship can normally minimize their 
personal liability. Most existing 
closely held corporations will have 
little use for the new provision, ex- 
cept for a one-shot election in a 
year in which it is anticipated that 
a loss or a large non-recurring capi- 
tal gain will be realized, because the 
setting of salaries in relation to the 
corporate income has usually pro- 
duced a better over-all tax result 
than an election would accomplish. 
Indeed, as be deduced from 
this example and the foregoing dis- 
cussion, Subchapter S is bound to 
be a “gimmick” section. This is 
aggravated by the fact that the pro- 
vision is elective virtually up to the 
last day of the year; hence the 
players will readily engage in its 
“revenue roulette.” Finally, the 
presence of the Subchapter in the 
law may have an undesirable effect 
upon “real” corporations because it 
may cause the courts to go to con- 
siderable lengths to ignore the sep- 
arate entity of the corporation in 
order to block Subchapter S tax 
avoidance 


may 


For these rea- 
sons, Subchapter S should be re- 
pealed—but only prospectively.” * 


schemes. 








such distributions may be made only in 
money. (Par. 1.1375-4(b)). 

15. A shareholder’s share of previously 
taxed income, for purposes of character- 
izing distributions to him in subsequent 
years to which the election applies, is 
limited by the proposed Regulations to 
the undistributed 
which he included on 


income 
his income tax 
return for prior years. (The validity 
of this limitation is questionable, par- 
ticularly where the previously taxed in- 
come resulted from redetermination of 
the corporation’s taxable income on 
audit.) (Par. 1.1375-4(d)). 

16. The proposed Regulations com- 
pute a shareholder’s share of previously 
taxed income on the basis of the excess 
of the taxable income 
included in gross income for his 
prior taxable years, rather than for the 
prior taxable years of the electing corpo- 
ration. (This is consistent with the re- 
port of the Senate Finance Committee.) 
As a result, if the shareholder and the 
corporation have different taxable years, 


amount of 


undistributed 
his 


undistributed taxable income included 
in a shareholder’s gross income with re- 
spect to the corporation’s taxable year 
which ended during his taxable year will 
not be taken into account in determin- 
ing the character of a distribution to him 
later on in his same taxable year. (Par. 


1.1375-4(d)(1)). : 


Watch corporate estimates 
on extensions of time 


Tue IRS 1s usinc the corporation tax 
estimated on an application for exten- 
sion of time (Form 7004) rather than the 
1120 itself to determine how much tax 
is due in the first installment and how 
much may be deferred to the second in- 
stallment. If the estimate was low, the 
IRS method allowing only half of the 
estimated figure to be deferred results in 
interest from the due date to actual pay- 
ment on the amount not treated as de- 
ferrable. 

The Committee on Federal Taxa- 
tion of the New York State Society 





of CPAs discussed this matter in the 
February issue of the NYCPA. Her. 
bert M. Mandell, who is chairman of the 
committee, wrote that, ‘‘at least one IRS 
region is currently applying a unique ap- 
proach to the calculation of interest for 
corporate taxpayers who secure exten. 
sions for filing Form 1120 by use of Form 
7004. The Service is regarding Form 
7004 as a “return” for determining the 
payment dates and second installment. 

“Under Section 6601(c)(2)(B), any por- 
tion of the tax not shown on the return 
is considered due on the statutory due 
date of the return, irrespective of exten- 
sions, for the purpose of computing in- 
terest. Thus, if a Form 7004 is considered 
a return for the purpose of setting tax 
due dates, interest would be due on the 
full amount of the difference for the 
period from the original due date of the 
return until the time payment is made. 

This may be illustrated as follows: On 
March 15, 1959 a corporation files a 
Form 7004 showing a total estimated 
tax due of $80,000. It pays $40,000 with 
the Form 7004. On June 15, 1959 the 
corporation files Form 1120 showing a 
tax of $100,000. With 1120 the 
corporation remits the balance of $60,- 
000 due ($100,000 less the $40,000 paid 
with Form 7004). 

“Under these facts, if the Form 7004 
is regarded as a return, the IRS would 
apply the privilege of paying tax in in- 
stallments to the $80,000 shown on the 
Form 7004, excluding the $20,000 
amount which was not reflected on Form 
7004. Therefore, this amount of $20,000 
would interest from March 15, 
1959, notwithstanding the fact that had 
the corporation filed its Form 1120 on 
March 15, 1959 it would have been re- 
quired to pay only $50,000 at that time 
and $50,000 on June 15, 1959. 

“This position appears to conflict with 
the instructions on the reverse side of 
Form 7004, the last paragraph of which 
reads: ‘Interest at the rate of 6% per 
annum will be due on any amount by 
which the correct first installment ex- 
ceeds the estimated installment. Interest 
accrues from the original due date for 
filing the corporate return to the date of 
payment of the difference.’ However, it 
is understood that the instructions on 
Form 7004 may be revised to make cleat 
that the installment privilege is limited 
to the tax shown on Form 7004. 

“The tax committee of the AICPA has 
filed a protest to this approach and has 
recommended a clarifying statement 
from the IRS which would make it clear 
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that the installment privilege applies 
to the full tax shown on Form 1120. 
However, until this matter is clarified 
caution should be exercised in estimat- 
ing the tax to be shown on Form 7004. 
The fairly common practice of paying 
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an amount in excess of half the esti- 
mated tax should be avoided, and the 
estimate on Form 7004 should be in- 
creased to twice the amount paid so that 
the installment privilege would apply 
to the maximum possible.” w 


New corporate decisions this month 





*Libson Shops denies loss carryover after 
change in ownership and operations 
(Old Law). In 1953 all the stock of tax- 
payer, a coal mining company, was sold 
and the new owners put it into the busi- 
ness of selling and delivering oil. The 
Commissioner denied the loss carryover 
on the ground that Section 129 applied. 
That provision of the old Code provided 
that, if a person acquired control of a 
corporation and the principal purpose 
of the acquisition was securing the bene- 
fit of a tax allowance which the acquir- 
ing person would not otherwise enjoy, 
then the deduction credit or benefit is 
not allowed. The district court held that 
Section 129 was inapplicable since the 
corporation taxpayer here already had 
the operating loss; it did not acquire it 
by the change in control. It denied the 
loss carryover under the rule of the 
Libson Shops (353 U.S. 382) which 
denied the carryover of the losses of sev- 
eral corporations, sustained prior to 
their merger with others, against the 
income of the merged corporation on 
the ground that the income of the 
merged corporation was not produced by 
substantially the same business which 
sustained the losses. This court savs 
flatly that this case is an example 0% the 
kind of tax avoidance Section i29 wa 
intended to curb and to permit it would 
be contrary to the intent of Congress 
and the rationale of the Libson case. 
The sole technical argument which the 
court advances to support this conclu- 
sion is that the loss carryover allowance 
is a remedial statute to be interpreted 
narrowly and “if, as we do not believe 
is the case, the transaction at issue here 
can be said to be within the letter of 
the statute, it is foreign to its spirit and 
its clearly expressed overall purpose.” 
Mill Ridge Coal Co., CA-5, 3/12/59. 


*Stock redemption plan brings on Sec- 
tion 102 penalty. Corporate stock was 
held equally by two families. The corpo- 
ration adopted a plan to redeem one 
family’s stock over a period of time by 
use of interest bearing notes, so as to 
assure the remaining family the entire 


control of the corporation while the 
sellers were to receive a fixed and steady 
income in lieu of dividends. This plan, 
the court finds served no corporate pur- 
pose. The corporation was therefore 
“availed of” by its stockholders for the 
purpose of avoiding surtaxes; the penalty 
is sustained. Mountain State Steel Foun- 
dries, Inc., TCM 1959-59. 


Smail Business Investment Company 
may be a PHC. A Small Business Invest- 
ment Company, operating under the 
provisions of the Small Business Invest- 
ment Act of 1958, receives no special 
exemption from personal holding com- 
pany tax. It, like any other company, 
will be subject to holding company tax 
if at least 80% of its gross income is per- 
sonal holding company income, and if 
at any time during the last half of the 
taxabie year more than 50% in value 
of the stock is owned, directly or in- 
directly, by or for not more than five 
individuals. Rev. Rul. 59-69. 


IRS won't issue tentative rulings on 
corporate distributions. The Service will 
no longer issue rulings to corporations 
that it tentatively approves a determina- 
tion of the tax status to recipients of 

‘vtibutions by the corporation. In 
many cases, shareholders had misunder- 
siood the tentative nature of IRS ap- 
proval. T/R-147. 


Mortgage bonds exchanged for stock 
qualify as “securities.” An exchange of 
mortgage bonds and accrued interest for 
stock in a corporation which had been 
in serious financial difficulties for sev- 
eral years is a recapitalization under the 
tax-free reorganization provisions, since 
the bonds qualify as securities. The rul- 
ing points out that the Code contains no 
definition of the word securities. [Some 
older cases have held that notes and 
short term bonds were not securities.— 
Ed.| However, citing the Camp Wolders 
Enterprises Inc., decision of the Tax 
Court (affd. 230 F.2d 555) the IRS con- 
cludes that since these bonds were se- 
cured by a mortgage, had an average 


life of six and one-half years at issu- 
ance, and were purchased for investment 
by persons not stockholders they qualify 
as securities. Rev. Rul. 59-98. 


Some stockholders have 306 stock after 
recapitalization. In a recapitalization a 
corporation issued new common and 
preferred stock for all of its old common. 
All shares had the same fair market 
value at the time of the exchange. Some 
shareholders received new common or 
new preferred only, while others re- 
ceived shares of both issues. The Service 
rules preferred stock received by a share- 
holder is not Section 306 stock if he owns 
no common after the exchange. How- 
ever, stockholders who received pre- 
ferred and also had the same or a greater 
percentage interest in the common stock 
equity, received, in effect, a dividend o1. 
common and the preferred stock is Sec- 
tion 306 stock. Rev. Rul. 59-84. 


Accumulation for expansion not pro- 
hibited by Section 102. A steel mill was 
not availed of for the purpose of avoid- 
ing the imposition of surtax upon its 
stockholders where the earnings and 
profits during the period 1948-1953 are 
found to have been reasonably accumu- 
lated for use in modernization of the 
mill. The decision of the corporate offi- 
cer’s and directors to delay extensive im- 
provements in order to take advantage 
of the unusual steel market then pre- 
vailing, and to wait until the demand 
for steel slackened, are deemed to be 
sound business judgments. Knoxville 
Iron Co., TCM 1959-54. 


Lease and royalty rights not exchanged. 
Taxpayers held a lease to strip mine 
certain coal lands. Wanting to discon- 
tinue mining operations, they arranged 
for the cancellation of the lease and the 
re-leasing to another operator in ex- 
change for a royalty payment. They then 
sold the right to the royalty payment to 
a third party. Taxpayers contended 
there was a like-kind exchange on which 
gain should not be recognized. The 
court, doubting that the lease and the 
royalty were properties of a like kind, 
found it unnecessary to decide this point 
because there was no exchange. An ex- 
change requires a reciprocal transfer of 
properties, which was not done here. 
Badgett, DC Ky., 1/30/59. 


Ten-year trust taxable as a corporation 
[Certiorari denied]. The beneficiary of 
a testamentary trust created a new one 
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*kjindicates a case of ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 











to hold the inherited property at the 
expiration of the old. The Tenth Cir- 
cuit held the trust was an association 
taxable as a corporation. The full dis- 
cretionary powers granted to the trustees 
to manage and control the trust prop- 
erty show an intention to manage, not 
liquidate, it. The testimony and type of 
property indicated that the prime motive 
was to continue operations. Cooper, cert. 
den., 3/23/59. 

Stock and loan in one package; can’t de- 
duct interest to stockholders. In order to 
finance the acquisition of a building by 
a new corporation, its two stockholders 
advanced it $10,000 for capital stock, 
$59,600 on notes, and negotiated a bank 
loan for $180,000. Although the notes 
issued satisfied the formal requirements 
for a corporate indebtedness, they could 
not be called unless the stock held by 
the parties was offered for sale at the 
same time. The Tax Court found that 
the stockholders in effect placed the 
notes and stock of the corporation in 
one package and that the $59,600 repre- 
sented capital contributions, rather than 
a bona fide indebtedness. The interest 
deduction for the stockholders’ loan was 
accordingly denied. This court affirms. 
Lockwood Realty Corp., CA-6, 3/11/59. 


Advances to insolvent subsidiary were 
capital contributions. An audit of tax- 
payer’s subsidiary completed in 1931 re- 
vealed that the subsidiary was hopeless- 
ly insolvent. Taxpayer had made large 
advances on open account before it re- 
ceived this audit report and continued 
to do so for some time thereafter. After 
a few years the business of the subsidiary 
the 
sidiary was not dissolved until 1949. In 
the dissolution, taxpayer received about 


5% 


oO 


was discontinued. However, sub- 


on its claim. The court holds that 
taxpayer 
aware of the insolvency were debts for 


advances made _ before was 
which taxpayer could claim a bad debt 
deduction, but later advances were in the 
nature of capital contributions. The bad 
debt deduction was proper in 1949 when 
the sum could be finally determined; 
taxpayer was not required to claim 
partial worthlessness in an earlier year. 
‘The portion of the claimed bad debt at- 


| 


June 1959 
tri»utable to accrued interest and to 
services rendered to the subsidiary was 


not allowed. These items had never been 
taken into income by taxpayer so they 
could not increase the basis of the debt. 
United Engineers & Constructors, Inc., 
DC Pa., 3/2/59. 


Time for filing consolidated returns 
extended. A blanket extension of time, 
to September 15, 1959, is granted to 
corporations, members of affiliated 
groups having the privilege of filing a 
consolidated return whose years end on 
or after December 31, 1958 but before 
June 30, 1959. Requests for additional 
extensions should be addressed to the 
District Director. TIR-143. 


Subsidiary created for business purposes; 
surtax and earnings credits allowed. A 
meat merchandising corporation ac- 
quired a frozen food franchise on the 
condition that it create a separate com- 
to distribute the frozen food. It 
delayed, but after threats to cancel the 
franchise, it incorporated taxpayer as its 
wholly-owned subsidiary to carry on the 
frozen food operations. The court finds 
that the major purpose for the creation 
of taxpayer was not the securing of a 
surtax excess profits tax 
credit, or accumulated earnings credit. 
At issue were the years 1953 (1939 Code) 
and 1954 (1954 Code). Sno-Frost Inc., 31 
TC No. 108. 


pa ny 


exemption, 


Stockholder’s salary allowed. In an opin- 
ion in which few facts are stated, the 
court allows in full $10,000 salary paid 
to taxpayer’s sole stockholder and also 
certain auto expenses for the use of a 
car by him. Janes Realty Co., DC Ind. 
(No date reported). 


Tax Court must value contracts for 
future payments, distributed in liquida- 
tion. Taxpayers wére stockholders of a 
corporation which had paid to a water 
company the cost of constructing mains 
to a new development. The _ utility 
agreed to pay the ‘corporation a part of 
water charges to home owners in the 
development for ten years or until the 
corporation recovered its cost. The con- 
tracts were distributed to taxpayers on 
liquidation of the corporation. They 
argued that it would be impossible to 
value the contracts and that collection 
should be treated as capital gain as re- 
ceived. The Tax Court found, however, 
that they could be valued and that they 
were worth at least the amount deter- 





mined by the Commissioner. This court 
remands for further testimony and find. 
ings on the fair market value. The find: 
ing that the contracts were worth at 
least the amount determined by the 
commissioner is not proper. The Tax 
Court should find a specific dollar 
amount as the value of the contracts. 
Gersten, CA-9, 2/27/59. 


Compensation to father found reason. 
able. Payments made by a taxpayer in 
the metal business to his aged father who 
had had long and extensive experience 
in the metals business is held to be de- 
ductible reasonable compensation. 
The business had formerly belonged to 
the father who had continued to take 
an active interest therein. Est. of Alpini, 
TCM 1959-60. 


as 


+ 
Profits of employee-sons of chief stock. 
holder attributed to corporation; stock. 
holder in constructive receipt of such 
income. United Packing, a corporation 
engaged meat packing, was con- 
trolled its president, who owned 
57%, of the stock. His sons, although 
not officers stockholders, exercised 
the authority of officers and ran the 
business the 
Overceiling payments on meat which 
were collected by the sons on behalf of 
the corporation, at the direction of the 
president, must, the court holds, be 
included in corporate income. (They 
are also dividends to the father and gifts 
to the sons.) Corporate income also in- 
(1) the 


sons under agreements made with retail 


in 
by 


or 


in president’s absences. 


cluded: amounts received by 


the dealers’ 
profits as a substitute for overceiling 
payments; and (2) personal profits de- 
rived by one of the sons on cattle trans- 


meat dealers to share in 


actions while acting as a salaried em- 
ployee of the corporation. Since the in- 
come was received by the sons or rela- 
tives of the principal stockholder with 
his approval and consent, they consti- 
tuted dividend distributions to such 
stockholders. Union Packing Co. CA4%, 
3/9/59. 


Reasonable compensation for officers 
services determined. $6,000 paid as man- 
agement fees to two officer-stockholders 
of a real estate corporation (approxi- 
mately 11% °« gross rentals) is held to 
be unreasonable compensation. The 
Tax Court allowed $4,000. This court 
reverses. There was sufficient evidence to 
justify the claimed compensation and the 
Commissioner offered no contradictory 
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evidence. Lockwood Realty Corp., CA-6, 
3/11/59. 


Court order vesting title in condemned 
property is sale for 12-month liquidation. 
The condemnation of real estate of a 
corporation, and the vesting of title in 
the condemning authority pursuant to 
court order constituted a sale of property 
on the order date within the meaning 
of Section 337, even though payment of 
the award did not occur until a later 
year. Therefore, since the corporation 
had a plan of complete liquidation on 
the date of the order, and it completely 
liquidated within the 12-month period 
beginning with the date of adoption of 
the plan, the taxpayer qualifies under 
Section 337 and no gain or loss is recog- 
nized on the condemnation. Rev. Rul. 
59-108. 


Corporation’s payment for purchase of 
its stock is repayment of new stock- 
holders loans, then dividends [Acqui- 
escence|. A corporation owned a valu- 
able non-assignable contract to buy land 
for $300,000 which taxpayer was anxious 
to acquire. Since he could not secure an 
assignment of the contract, he offered 
to pay $200,000 for the corporation’s 
stock. The stock sellers got their money 
in fixed payments to them by the corpo- 
ration upon its sale of lots from the tract 
purchased under the contract. The court 
holds that the payments are return of 
taxpayer's loans and advances to. the 
corporation; anmy.,excess is a dividend. 
Garden State Developers, Inc., 30 TC 
135, acq. IRB 1959-13. 


Sale of stock to “sister corporation” not 
a dividend (Old Law) [Acquiescence}. 
Ihree individuals owned 82% of the 
stock of one corporation and 79% of 
another. They sold the stock in one to 
the other for $2,300,000. The purchasing 
corporation then argued that the trans- 
aciion was not a sale, but in actuality a 
distribution to the three stockholders of 
a taxable dividend by the purchasing 
corporation since the individuals owned 
substantial controlling interests in both 
corporations. The court disagrees, point- 
ing out that, under the Wanamaker and 
Cramer cases, a distribution is not essen- 
tially equivalent to a dividend if a cor- 
poration does not redeem its own stock. 
Section 115(g)(2), which was added to 
the 1939 Code to prevent individual re- 
demption of shares in a parent through 
purchases of its shares by its subsidiary 
is not applicable here because the buyer 
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was not a parent of the company pur- 
chased. Furthermore, since the trans- 
action was not a sham and the price 
paid was fair, the court holds the pro- 
ceeds taxable to the selling stockholders 
as long-term capital gain. The court 
also concludes that the purchaser did not 
have as its primary purpose the acquisi- 
tion of the assets of that corporation. 
Consequently, the purchase of the stock 
and the subsequent liquidation are 
treated as separate transactions so that 
the basis of the assets acquired is the 
same as in the hands of the purchased 
corporation, its wholly owned subsidiary. 
[Section 304 of the 1954 Code specifically 
provides for dividend treatment of pay- 
ment for acquisition of one controlled 





IRS informers’ award earned in less 
than 36 months. Early in 1944 taxpayer 
started to gather data on his employer's 
tax fraud with the idea of protecting 
himself. In February 1947 he went to 
the IRS with the data and claimed an 
informer’s reward. The IRS continued 
to consult him on the matter until the 
fall of 1947. When taxpayer collected the 
$68,000 reward in 1951, he sought to 
spread it back to 1944 as over-36-month 
compensation for services. This court 
holds that the work done prior to Feb- 
ruary 1947 was done for taxpayer's own 
benefit and are not services making him 
eligible for the spreadback. Faul, CA-9, 
2/17/59. 


10% limitation on extra pension plan 
contribution for past services. An extra 
contribution under a qualified pension 
plan was made by an employer on ac- 
count of service rendered prior to the 
current year. This payment, the IRS 
rules, is considered as the cost required 
to fund past service credits, even though 
allocated among the participants on the 
basis of current compensation. As such 
the deduction for the extra contribution 
is subject to the 10% limitation for past 
service costs. Rev. Rul. 59-67. 


Payments for earlier services are tax- 
able as compensation. Monthly lifetime 
payments were made by an insurance 
company to taxpayer, a life insurance 
salesman. The amounts were computed 
on the basis of years of service and in- 
surance policies written for the com- 
pany. The court holds that they are in 
the nature of taxable compensation 
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company by another.—Ed.] Trianon 
Hotel Co., 30 TC 156, acq., IRB 1959-12. 


Capital gain sale of stock of one wholly 
owned corporation to another capital 
gain (Old Law). In view of the JWester- 
haus decision (TCM 1957-213) the Serv- 
ice now holds that in comparable factual 
situations under the 1939 Code, the 
proceeds of the sales of stock of one 
wholly-owned corporation to another 
wholly-owned corporation is not a divi- 
dend, but represents capital gains despite 
the close relationship of the parties and 
the available earnings and profits. [The 
1954 Code contains specific rules treat- 
ing such transactions as dividends.—Ed.] 
Rev. Rul. 59-97. 


rather than gifts. The court holds fur- 
ther that the salesman cannot deduct 
rebates of insurance premiums because 
such rebates are illegal under state law. 
His wife’s travel expenses are not de- 
ductible because her services to him were 
no greater than a wife, with a reason- 
able interest in her husband's business 
affairs, would normally provide. Moser, 
TCM 1959-25. 


Payment to executive’s widow pursuant 
to company policy was income (Old 
Law) [Certiorari denied]. Taxpayer's 
husband was an officer, stockholder and 
director of a corporation. He owned less 
than 1% of the stock of the company. 
Upon his death in 1951, the corporation 
paid her some $34,000, an amount equal 
to nine months’ salary of her late hus- 
band, in accord with the policy, adopted 
some five years previously, of paying 
nine months’ salary to the widows of 
its higher officers. While this policy had 
been formally adepied as a resolution 
of the board of directors, apparently the 
corporation was under no legal obliga- 
tion. The lower court found that the 
corporation intended to make a gift and 
the payment was not income to tax- 
payer. The Seventh Circuit reversed. 
The policy was designed to induce execu- 
tives not to leave the company’s em- 
ploy. The fact that the payment was de- 
ducted under the heading “salaries” 
shows no gift intent. [IRS has announced 
it will not further litigate the issue of 
the taxability as income of voluntary 
payments to widows under the 1939 
Code, but will litigate agreed payments 
—Ed.] Simpson, cert. den. 3/23/59. 
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Businessmen see compliance burden 


unless states tax income uniformly 


Business, especially small business, expects to find that compliance costs will rise 


out of all proportion to the increased revenue the states may obtain if, as seems 


inevitable, the states revise their tax system to take advantage of the increased power 


to tax interstate business given them by the recent Supreme Court Stockham Valves 


and Northwestern States Portland Cement cases. This was brought out clearly at the 


hearings in Washington last month by the Senate Committee on Small Business. 


Present at the hearings were not only representatives of small business but also state 


tax officials and representatives of larger business to give the Committee some idea 


of the costs incurred by a company filing returns in all states, Following up ow 


reports on the decisions themselves in our April issue (10 JTAX 232) and, in 


May, the significance of the shift in position by the Court (10 JTAX 280) and 


initial industry reactions (10 JTAX 284) we devote our column this month to the 


initial industry reactions (10 JTAX 284) we devote our column to problems these 


experienced tax men foresee and_ the possible solutions discussed at the hearings. 


Double tax threat will 
hamper sales and growth 
by John Dane, Jr. 


Efforts at achieving some uniformity in 
state allocation formulas give Mr. Dane 
little hope that in the face of growing 
state revenue needs business can escape 
inequity in the tax and high compliance 
costs. Mr. Dane, now practicing law in 
Boston, was a member of the Massachu- 
setts State Tax Commission from 1955- 
1959. He appeared at the hearings as a 
representative of the Subcommittee on 
State and Local Taxation of the U. S. 
Chamber of Commerce. 


Two VERY IMPORTANT ISSUES arise when 
a state seeks to tax a corporation which 
has been incorporated in another state. 
First, has the state jurisdiction to tax 
such corporation, and second, assuming 
that it has jurisdiction to tax, how do 
you determine what proportion of the 
corporation’s income is subject to tax 
in the state. Of course, there are other 
tax bases than income, but the recent 
U. S. Supreme Court decisions related to 
taxes on income and income taxes; these 
are by far the most cominon type of cor- 


porate tax to be levied at the state level. 
The new decisions also have certain 
implications in the sales and use tax 
field. It should also be noted that while 
these decisions deal with the income of 
corporations, the principle established 
will also apply in the case of individual 
proprietorships and partnerships doing 
business in interstate commerce. 

When corporate income taxes were 
originally imposed by the states—the first 
significant one being in Wisconsin in 
1911—the tax was justified on the basis 
of the benefits which the corporation 
was presumed to receive from the taxing 
state. Two logical corollaries flowed from 
this benefit theory. First, jurisdiction to 
tax existed only in the case of corpora- 
tions which operated property or main- 
tained permanent business _ establish- 
ments in the taxing state. Second, the tax 
should be imposed only with respect to 
that portion of the corporation's income 
which was reasonably attributable to its 
productive activities in the taxing state. 
As can readily be seen, these original 
concepts of juisdiction and allocation 
were strongly oriented in favor of the 
states where manufacturing activity took 
place or where stocks o£ goods and 


branch offices with authority to accept 
orders were located. States in which the 
sole corporate activity was confined to 
solicitation of orders by traveling sales. 
men had no jurisdiction to tax. 

There were some earlier attempts to 
deviate from this pattern, but it was not 
until after World War II that the voice 
of the “market” states, as distinguished 
from the “producing” states, began to 
be heard in earnest. For instance, Minne- 
sota, which in 1933 enacted a law tax- 
ing foreign corporations whose sole busi- 
ness in the state consisted of interstate 
commerce, amended its statute in 1937 
and 1945 and thereafter attempted to 
enforce its tax on foreign corporations 
engagedvexclusively in the solicitation of 
orders in the state. From this attempt 
arose the litigation which was finally 
terminated on February 24 of this year 
with the decision of the Supreme Court 
of the United States in the Northwestern 
States Portland Cement case. Similar 
action was taken by California, Georgia 
and several other states. 

Paralleling this trend to extend juris. 
diction to tax to corporations which 
enter a state solely for. the -purpose of 
soliciting orders and have no manufac- 
turing facilities, stock of goods, or 
permanent establishment within the 
State, attempts were made by “market 
states” to allocate to themselves a greater 
proportion of corporate income in cases 
where there was jurisdiction to tax. 

Allocating formulae are of various 
kinds, the most common being the so- 
called Massachusetts three-factor formula 
based on property, payroll and sales in 
the taxing state as compared to total 
property. payroll and sales. The ma- 
jority of the states not using this formula 
do use sales, either alone or in conjunc 
tion with other factors, and it is in the 
computation of this sales factor that the 
greatest pressure for change has been 
felt. The earlier tendency was to at- 
tribute a sale to a state only if it was 
accepted at an office in the state or if 
the goods were shipped from a ware- 
house in the state, thus adhering to the 
theory that the state where the firm had 
property or a permanent establishment 
of some kind supplied more benefits and 
therefore had a greater claim on the 
firm’s tax dollar. More recently states 
have sought to allocate sales to them- 
selves-where solicitation has been made 
or where goods were shipped to pur- 
chasers within their borders. 

The recently decided cases involving 
the Minnesota tax liability of North- 
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western States Portland Cement Com- 
pany and the Georgia tax liability of 
Stockham Valves and Fittings, Inc. were 
concerned solely with the issue of juris- 
diction to tax. No issue of propriety of 
allocation formula was present. The 
court held in substance that a state has 
jurisdiction to levy an income tax on a 
corporation incorporated in another 
state where the taxpayer’s only activity 
was soliciting orders in the taxing state 
and shipping goods to customers therein. 
It attached, however, two qualifications 
to this grant of jurisdiction. The in- 
come taxed must be fairly apportioned to 
the activities in the taxing state and the 
corporation must have some minimum 
connection, or as the court put it, 
“nexus”, with the taxing state. For in- 
stance, it is by no means certain that a 
business which did only a mail order 
business within a state would be treated 
as having subjected itself to its taxing 
jurisdiction. 


Implication for business 


The most important result of the 
Supreme Court decisions so far as small 
business, or for that matter, all business, 
is concerned is that an interstate business 
will be subject to taxation in many more 
states than previously. While the major- 
ity of the Supreme Court took the posi- 
tion that their decision was merely re- 
stating what had been decided in cer- 
tain prior cases, many states had never 
sought to extend their taxing jurisdic- 
tion to out-of-state firms merely solicit- 
ing orders within their territory. With 
the publicity which has been given to 
the cases, there is every reason to believe 
that most, if not all, states will seek to 
exercise the wider taxing jurisdiction 
granted to them by the decisions. 

Take the case of a typical small 
business which has, for example, its 
manufacturing plant in one of the 
Middle Atlantic States. Salesmen from 
the main office cover the Atlantic Sea- 
board States. It also has a warehouse 
and sales office in St. Louis to cover the 
mid-west. Under the former theory of 
jurisdiction to impose an income tax, 
only its home state and Missouri where 
the warehouse and sales office were lo- 
cated could have imposed taxes on this 
company. Now it will, theoretically at 
least, be liable to taxation in every state 
which its salesmen enter to solicit orders 
even though such salesmen may not live 
in the taxing state. 

While small business should bear its 
part in supplying the revenues necessary 


for the proper functioning of state gov- 
ernment, the subjection of the average 
small business to taxation in states where 
it has no property or permanent estab- 
lishment has serious implications. Let us 
illustrate the point by adding some 
figures to the previous example. Let us 
suppose that the net income subject to 
allocation of our hypothetical company 
is $100,000, that it sells its product in 
20 states, that all these states employ 
the same allocation formula and have a 
uniform rate of tax of 5%. The total tax 
bill which it will have to pay is $5,000. 
Under. these circumstances, it is much 
better for this firm to divide this be- 
tween the state of its main office and 
the state where its warehouse and sales 
office is located, rather than to split it up 
among all 20 states. The tax burden in 
either case would be exactly the same, 
but the cost of compliance—the overhead 
expense of securing legal advice as to the 
various state laws, the clerical and ac- 
counting expense of preparing returns— 
in the first instance would probably be 
somewhere in the neighborhood of one 
tenth of what it would be in the second. 
Often it costs just as much to prepare a 
tax return showing a $10 liability as it 
does to prepare one showing a $500 
liability. This overhead expense is pro- 
portionally a much greater -burden on 
a small business than on a large one. 


Enforcement costs 

The savings of overhead expense to 
small business as a whole by restricting 
as much as possible the number of states 
in which a given corporation must file 
tax returns is paralleled by a compar- 
able saving in administrative costs to 
the states. Auditing a $10 return is often 
as complicated as auditing a $500 return. 
It takes up just as much filing space. 
Just as many accounting entries must be 
made in order properly to cashier the tax 
payment. But even more important than 
all these is the problem of enforcement. 
So long as liability for taxation is con- 
fined to companies having manufactur- 
ing facilities, warehouses or sales offices 
in a state, the problem of effective en- 
forcement can be solved. However, the 
mere identification of out-of-state firms 
which do business in the state only 
through traveling salesmen would be a 
tremendously time-consuming task, nor 
would that be the end of it because it 
is one thing for a state tax official to 
know that a particular out-of-state firm 
has been sending salesmen into the 
state. It is quite another to secure a tax 
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return from such a firm, check the cor- 
rectness of its preparation and after all 
that has been done, enforce the payment 
of the tax against an absent and per- 
haps recalcitrant taxpayer. To make 
matters worse, in many cases the ‘tax 
liability of the out-of-state firm may well 
be less than the cost of collection. This 
will leave the state tax administrator 
faced with the unhappy choice—should 
he try for complete coverage of all tax- 
payers even if some of them do not pay 
their way, or should he confine his col- 
lection activities to just those larger tax- 
payers where the game is worth the 
candle, and wink at widespread tax 
avoidance on the part of smaller firms. 

In the hypothetical case which we 
have been using, we have assumed that 
all states involved use the same alloca- 
tion formula so that 100%—no more and 
no less—of our hypothetical small busi- 
ness’ income is subject to tax. This, of 
course, is a very unrealistic assumption. 
Allocation factors vary widely. For in- 
stance, under Massachusetts law, a sale 
is allocated to Massachusetts unless it is 
“negotiated or effected in behalf of the 
corporation by agents or agencies chiefly 
situated at, connected with or sent out 
from premises for the transaction of busi- 
ness owned or rented by the corporation 
outside of the commonwealth.” If a sales- 
man operates from his own house outside 
the Commonwealth, the sale is allocable 
to Massachusetts. Nor is Massachusetts 
uniquely unreasonable in this regard. 
It seems quite clear, therefore, that the 
more states in which a firm has to pay 
a tax, the more chance there is that it 
will be taxed on more than 100% of its 
income due to disparity among alloca- 
tion formulas. Of course, the problems 
arising from interstate divergencies in 
allocation formulas existed long before 
the decision of the Supreme Court in 
the recent cases. These decisions, by 
widening state jurisdiction to tax, merely 
make the problem more acute. 

If any substantial number of states 
follow the footsteps of Georgia and 
Minnesota, and with the blessings of 
the Supreme Court already secured, tax 
out-of-state firms which merely solicit 
sales within their borders, the economic 
implications for the economy of the en- 
tire country may be both very substan- 
tial and very unfortunate. This country 
has outpaced even such highly developed 
industrial areas as western Europe be- 
cause it has represented a single market. 
Business firms have been able to spread 
their operations widely with a minimum 
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of governmental interference. If mere 
solicitation of orders in a state is now 
going to subject a firm to that state’s tax 
requirements, the small businessman 
will think twice before extending his 
business operations into areas where 
profit potentialities, even leaving out 
the danger of additional tax liabilities, 
may be conjectural at best. This will in- 
variably tend to leave the market to 
larger firms whose activities are already 
widespread and which can better absorb 
the overhead expense both of securing 
the best tax advice and also of keeping 
adequate tax accounting records segre- 
gated on a state by state basis. 

It should assumed that this 
additional overhead expense of keeping 
accounting records, preparing tax re- 
turns and securing legal advice is a 
concern solely of the particular busi- 
nesses concerned. All these non-operat- 
ing expenses, all these costs of comply- 
ing with diverse state requirements and 
non-uniform allocation formulas, repre- 
sent deductions in the computation of 
net income subject to federal tax. Thus 
52% of the burden—the amount of the 
federal 


not be 


tax on corporate income—is 
borne, not by the individual firms in- 
volved but by the federal treasury—which 
is another way of saying that it is borne 


by the general body of taxpayers. 
Possible solutions 
The 


on 


National Chamber’s Committee 
Taxation has long been aware of 
the growing problem of duplicate and 
multiple taxation, and has studied it in 
recognition of the fact that the com- 
bined burden of federal, state and local 
taxation warrants efforts to accomplish 
effective of federal-state 
interstate tax relationships. Tax 


coordination 
and 
scholars have been wrestling with the 
question of uniform allocation formulas 
for years without having arrived at one 
which has secured anywhere near uni- 
versal approval among theoreticians, to 
say nothing of tax administrators charged 
with the responsibility of maximizing 
the revenue of their particular state. 

While we do not feel prepared at this 
time to recommend any single approach 
as providing a definite and practicable 
solution, we would, however, like to ex- 
plore several possible approaches which 
we believe this Committee might want 
to pursue: 

1. Since the regulation of interstate 
within the 


commerce is uniquely 


province of the federal government, 


Congress could enact legislation to the 
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effect that state taxes on the income of 
firms ‘engaged solely in interstate com- 
merce within their borders was an undue 
burden on interstate commerce and un- 
lawful. ‘This would in effect set aside the 
decisions of the Supreme Court since, 
when those decisions were handed down, 
Congress had not expressed its wishes 
in this field. Once however, Congress has 
spoken, it preempts the field and further 
state legislation would be striken down 
under the Commerce Clause. 

2. Congress might permit the states to 
tax income from interstate commerce 
but only if such income was apportioned 
among the various states in which a firm 
did business in accordance with a uni- 
form apportionment formula prescribed 
by Congress. Otherwise, no such state 
taxation of income from interstate com- 
merce would be permitted. Mr. Justice 
Frankfurter in his dissent in the North- 
States Portland Cement 
makes this suggestion. While this would 
solve the problem of a taxpayer being 
taxed on more than 100% of its income, 
it would not solve the equally serious 
problem of the heavy overhead cost re- 
sulting from having to comply with the 
tax laws of all the states in which a firm 
sold goods. There is also some question 
as to whether such a federally imposed 
uniform allocation formula could 
extended to income from intrastate com- 
merce. In the two recent Supreme Court 


western case 


be 


cases, the taxpayers did nothing but in- 
terstate commerce in the taxing states. 
Their in these 
could be determined under a federally 
imposed uniform formula. However, if 


income taxable states 


a firm did some intrastate business, the 
state would have jurisdiction to tax this 
even without any enabling federal legis- 
lation and therefore probably could not 
be subjected to any federal allocation 
formula. 

3. A uniform allocation statute could 
be adopted by the states just as they have 
adopted the Uniform Negotiable Instru- 
ments Act. Such an act has been drafted 
by the National Conference of Commis- 
sioners on Uniform State Laws. This has 
the disadvantage of not solving the prob- 
lem of the taxpayer which is subject to 
tax in every state in which it sells goods. 
All it the extent that it is 
adopted by the states, is prevent a busi- 


does, to 
ness being taxed on more than 100% 
of its income. 

4. Regional compacts might be en- 
tered into by groups of states as has 
been done by nine of the western states 
in the field of highway user taxes. 








Textile men see state taxes cut 
slim profits further 


by Charies H. Reed 


Appearing for the National Wholesale 
Dry Goods Association, Mr. Reed pre- 
sented the viewpoint of an industry 
typically consisting of small units selling 
in many states. His remarks are repre- 
sentative of the fears expressed by 
smaller business men. 


THE TEXTILE INDUSTRY is not a prosper- 
ous industry. It makes a smaller return 
on invested dollars than most other in- 
dustries and an extremely small net 
profit on volume, working on very nar. 
row margins. The wholesaler of textile 
feels most fortunate if he can net 1.5% 
profit on sales after taxes. A very large 
portion of the cost to the consumer of 
textiles is taken up in the distribution 
from the manufacturer to the consumer. 
I estimate that, on the average, 55% of 
the cost of textiles to the housewife and 
consumer represents cost of distribution. 
We feel we must oppose anything that 
will raise this cost of distribution. 

Taxes on interstate commerce by the 
states would increase enormously the red 
tape of handling distribution both at the 
manufacturer’s level and at the whole- 
saler’s level. I have made a brief study 
of what this would cost in my concern. 
I estimate, excluding any additional tax 
we might have to pay, that the mere cost 
of maintaining the proper records of 
sales and profits by state would amount 
to .1% of our gross sales. When operat- 
ing on very narrow margin this is most 
important. 

My firm would have to employ an 
additional fairly well-paid bookkeeper to 
provide the necessary data for the tax 
returns would 
creased legal advice. This cost and the 
diffculty be further increased 
within our present area should cities and 


and have to have in- 


could 


other corporate entities invoke the same 
privilege of taxation for business done 
within their limits. 

It appears to me that in all probabil- 
ity the cost of administering this taxa- 
tion of wholesalers and, in some cases, 
manufacturers would be greater than 
the taxes paid to the states where we 
distribute goods. 

I can foresee a further difficulty for 
those firms classed as small business, of 
which we are one, in that the burden of 
additional bookkeeping and 
problems would make us less competitive 
with national firms who are already 
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forced to maintain warehouses and offices 
throughout the country. These could ob- 
tain legal assistance and administer the 
tax more economically than the small 
firm. 

I feel that the Senate Small Business 
Committee has a definite moral cbliga- 
tion to secure for us small businessmen 
a clarification of the rules under which 
we must operate. And if we cannot sur- 
vive uader the law, as it now stands, it 
is incumbent upon Congress to enact 
legislation which will permit the con- 
tinued existence and growth of the 
economy. w 


Kentucky commissioner 
sees uniformity possible 
by J. E. Luckett 


A more optimistic view of the possibil- 
ity of achieving uniformity among the 
states was presented by Mr. Luckett, 
Kentucky Commissioner of Revenue. He 
expressed the view that Stockham Valves 
States Portland Ce- 
ment rather than being novel merely 


and Northwestern 


reaffirm the view of state taxing powers 
long held by the Kentucky administra- 
tion. He saw little need for change in 
that state’s taxing procedures. Diversity 
problems, too, he thought were being 
overemphasized. 


THAT THERE is great diversity among the 
states in types of apportionment for- 
mulas, and particularly in definitions of 
situs of receipts, is a fact. Yet despite 
the diversity in the laws, Kentucky, along 
with a number of other states, over a 
period of years, has secured compliance 
from businesses large and small with 
only a reasonable amount of adminis- 
trative difhculties and litigation. 

rhe recent decisions will undoubtedly 
stimulate a re-examination of the issues 
as they affect given states. It is quite pos- 
sible that some of the states, after exam- 
ining carefully the character of business 
operations conducted in their jurisdic- 
tions, may find that much of what was 
heretofore considered interstate in char- 
acter is, in effect a mixture of interstate 
and intrastate commerce. 

\s an aftermath to the recent court 
decisions, warnings have been sounded 
to the effect that tax burdens will fall 
upon the business man crossing state 
lines. It is claimed that business will be 
forced to keep a great variety and vol- 
ume of detailed records, thus adding to 


the complexity of compliance. It is 


claimed additional separate returns will 
have to be filed. It is claimed that the 
confusion is multiplied for the harassed 
taxpayer by the different tax structures 
with different dates and different appor- 
tionment methods. 

Now, to comment briefly on these 
claims. I take the position that when the 
dust finally settles on the Georgia and 
Minnesota cases, we will probably find 
that iittle of substance has been changed. 
The claim of excessive record keeping 
appears exaggerated. Few additional 
records, if any, will be required beyond 
those now required by the Federal Gov- 
ernment and the states for tax, insurance 
and regulatory purposes. Very little 
added detail will be needed for appor- 
tionment purposes. Any well managed 
business operating interstate keeps, as a 
matter of routine control, the essential 
detail on the location of production fa- 
cilities, inventories, personnel, and the 
like. As for additional separate returns, 
it is doubtful if there will be a sub- 
stantial increase in burden. The basic 
schedules filed to meet Federal require- 
ments are acceptable to Kentucky and 
generally to other states. Additional in- 
formation to meet specific state needs, 
particularly for apportionment, must 
necessarily be separately compiled. 

The claim concerning different tax 
structures, dates, and methods causing 
a welter of confusion is only partly valid, 
1. my opinion. The tax structure has 

‘ry little to do with the problem. 
Moreover, many of the states already 
Federal definitions for the 
basis of the state ta». The trend is defi- 


follow the 


nitely toward greater uniformity. Dates 
do not appear to be a serious problem 
as the filing patterns are likewise quite 
uniform. 

The lack of uniformity in apportion- 
ment formulas is a more serious prob- 
lem, one which calls for intensive study 
among the states. But there is evidence 
of progress, and with the active support 
of business, greater progress may be 
made. One of the most notable efforts 
to achieve uniformity is the work of the 
National Conference of Commissioners 
State Laws (NCCUSL). 
Their proposed draft of a uniform ap- 


on Uniform 


portionment act appears to have a great 
deal of merit. 

As a result of the recent decisions, per- 
haps more interest will be taken in this 


proposal, the chief feature of which is 
destination and use as the basis for ap- 
portionment of receipts from sales, with 
100%, apportioned, no more, no less. 
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It is my opinion that any state which 
is unwilling to move toward greater 
harmony, or which attempts to exact a 
greater share of income than is reason- 
ably justified, is likely to find in the long 
run that industry will look elsewhere for 
growth and expansion. The growing 
competition for economic development 
will of itself probably induce a greater 
effort on the part of all states and all 
businesses, large or small, to work to- 
gether for an equitable solution. w 


Tax compliance costs. in 
multistate operations 


by L. E. Kust 


The experience of a business already 
paying taxes in most states is a guide 
to those likely to be required to keep 
records and file returns in a good many 
jurisdictions as the states take advantage 
of their new powers. Mr. Kust, who is 
general tax counsel for Westinghouse 
Electric Corporation, was invited by the 
Small Business Committee to explain 
how his company complies with state tax 
laws and offer suggestions to businesses 
facing the problem for the first time. 


ALL sTATES imposing taxes on net in- 
come or measured by net income and 
applicable to interstate business have 
sought to avoid multiple-burden taxation 
by the use of some kind of formula for 
allocation of income. 

The difficulties and costs of compli- 
ance, aside from the burden of the tax 
itself, encountered by a multi-state busi- 
ness arise primarily from two sources: (1) 
the diversity among the states in their 
provisions for determining the total net 
income of the business and (2) the di- 
versity among the states in their formulas 
for allocating a portion of total net in- 
come of the business as income subject 
to tax. 

The burden imposed by this diversity 
is, in my judgment, an excessive one. 
Westinghouse is registered to do busi- 
ness in all but two of the 49 states. We 
pay income taxes to 34 states, 10 cities 
and the District of Columbia. The cost 
of compliance—not the cost of the taxes 
but the cost of determining the amount 
taxes—cannot be ascertained 
exactly, but an analysis made to this 
end shows that our cost of compliance is 
on the order of $170,000 per year. This 
is incurred to pav state and local income 
taxes ranging from two to three million 
dollars a year, depending on our net 


of these 
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income. The cost of compliance is, thus, 
about 7% of the taxes paid. This is in 
my judgment entirely too much; and I 
think it is valid to expect that the cost 
of compliance to a small interstate busi- 
ness will be relatively greater than to 
the large interstate business. If the cost 
is excessive for large business, as I be- 
lieve it clearly is, it is probably in- 


defensible so far as small business is 
concerned. 
Here is, I believe, the heart of the 


problem.. Interstate businesses, large or 
small, should pay a fair and nondis- 
criminatory share of the cost of govern- 
ment in the states in which they do 
business. But the cost of compliance 
should not itself constitute such a bur- 
den on interstate business that it inter- 
feres with the free development of a na- 
tional economy. 

The solution of this problem is, I be- 
lieve, clearly within the constitutional 
competence of the Congress under the 
interstate I believe, 
moreover, that only the Congress can 
satisfactorily this 
diversity 


commerce clause. 


solve 
the 


problem 
among the 
states in determining net income from 
interstate commerce and in allocating 
such income. 


by 
eliminating 


Based upon the experience of my com- 
pany, I believe that the elimination of 
this diversity is feasible, that it would 
not disrupt the revenues of the states 
and that it would substantially reduce 
the present high cost of taxpayer com- 
pliance. 

Turning first to the determination of 
net income, we find that in complying 
with the diverse requirements of the 45 
taxing jurisdictions to which we pay in- 
come taxes, we must make 342 separate 
adjustments to our net income as de- 
termined for Federal income tax pur- 
poses! If the Federal return net income 
were used in all cases without adjust- 
ment, we find that the tax would be 
about the same in all cases! and gen- 
erally somewhat increased. Our total tax 
bill will be increased by about 6%, 
which we would be willing to accept to 
achieve uniformity. In using Federal tax 
net income as a uniform base, some ad- 
justments might have to be made where 
the 14th Amendment or some other Con- 
stitutional provision might require ad- 
justment, but careful consideration 
should be given to whether any such 
adjustments are really required and they 
2 Making allowance in the case of the 13 states 
which permit deduction of the Federal income 


tax by assuming that without this deduction the 
state’s tax rate would be approximately halved. 
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should be kept to the unavoidable mini- 
mum. 

Let me turn now to the burden of 
compliance imposed by diversity in al- 
location formulas: The most widely 
used formula is the Massachusetts for- 
mula, which applies an average of three 
fractions to net income to yield the por- 
tion of net income subject to tax by the 
state. The three fractions are (1) prop- 
erty in the state over property every- 
where, (2) payroll in the state over pay- 
roll everywhere and (3) sales or receipts 
in the state over sales or receipts every- 
where. This would be a_ reasonable 
formula if it were uniformly applied. 
But it is not. 

While there are some variations in 
the property fraction used, on the whole 
the property and payroll fractions are 
reasonably certain and uniform. Com- 
plete uniformity would be desirable. It 
is the sales fraction, however, which is 
mainly the source of complexity, lack of 
uniformity and excessive compliance 
burden. The numerator of this fraction 
is variously defined as sales negotiated in 
the state, called point of negotiation; 
sales shipped to customers in the state, 
called point of destination; sales shipped 
from stocks in the state, called point of 
origin; and combinations or variations 
of these criteria. It can be seen at once 
that this provides not only a bewildering 
complexity, but also the possibility of 
multiple burden or of escape from tax. 
A bizarre example illustrating these pos- 
sibilities which has been making the 
rounds of tax meetings is the case of a 
steel manufacturer with a plant located 
astride the Pennsylvania-Ohio state line. 
Ohio uses point of origin in the numera- 
tor of its sales fraction for purposes of 
its franchise tax, while Pennsylvania uses 
place of negotiation for purposes of 
both income and franchise taxes. The 
steel company found to its dismay that, 
with its manufacturing plant and ship- 
ping facilities in Ohio and its sales office 
in Pennsylvania, all of its sales were 
being included in the numerator of both 
Ohio’s and Pennsylvania’s sales fraction. 
By simply rearranging its plant to put 
the shipping facilities in Pennsylvania 
and the sales office in Ohio, it has suc- 
ceeded in excluding all of its sales from 
allocation to either Pennsylvania or 
Ohio! This story may be apocryphal, but 
it is a clearly practical possibility, as it 
would be in the case of plants located 
on either the New York-Pennsylvania, 
the New York-Connecticut or the New 


York-Massachusetts borders. New York, 





like Ohio, is essentially a pointof 
origin state while the neighboring states 
mentioned are negotiation states. 

The varying sales fractions present a 
really formidable task of application, 
With the thousands of sales invoices 
generated by a business of any size the 
assignment of such invoices to states, in 
accordance with the varying definitions 
of the several states that may be con- 
nected with any particular invoice, is a 
task so monumental and so susceptible 
of clerical error that in our company we 
are compelled to use the most advanced 
electronic data processing machines to 
handle the job. Our latest system of 
processing the sales data, worked out 
after a study and analysis extending over 
many months by a team of tax and elec. 
tronic data processing experts, employs 
87 codes, three of which must be 
punchec on an IBM card with respect 
to every invoice issued. With carefully 
worked out programming procedures 
these IBM cards are then processed by a 
Univac computer to give the sales alloca- 
tion to each of the taxing jurisdictions, 
Our prior system used 371 codes and de- 
pended more heavily on clerical work, 
but the system was so cumbersome that 
simplification through reduction of some 
of the variations was necessary, even at 
an increase in our tax liability. 

If the sales fraction were determined 
by a uniform. definition the complexity 
of compliance would, of course, be sub- 
stantially eliminated. While considerable 
tabulating would still be involved, this 
could be done without additional pro- 
cedures or cost at the time sales an- 
alyses are made for other than tax rea 
sons. In our judgment, a uniform sales 
fraction would eliminate our present 
cost of compliance with respect to sales 
allocation. 

For many years, and especially recent- 
ly, there have been efforts to persuade 
states to adopt uniform laws for the al 
location of net income. Virtually all 
study groups, such as that appointed by 
the Governors’ Conference, the National 
Tax Association, the Controllers’ Insti- 
tute and others, agree that the most de- 
sirable allocation formula is the three- 
fraction Massachusetts formula, using in 
the main sales shipped to customers in 
the state as the numerator of the sales 
fraction, i.e., point of destination. 

In view of the fact the state in which 
the plant, watehouse or sales office is 
located shares heavily under the prop 
erty and payroll fractions, it is reason- 
able to recognize in the case of the sales 
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fraction the interest of the state in which 
the customer is located, rather than the 
interest of the state where the goods 
originate or where the sale is negotiated. 
This would not necessarily work to the 
detriment of the states which now em- 
ploy point of origin or point of nego- 
tiation. It is too large a task to rede- 
termine our sales allocation to these 
states on a point of destination basis, but 
in the state of our largest operations, 
Pennsylvania, we judge that it would 
receive about the same allocation of our 
sales on the destination basis as on its 
present negotiation basis: This might 
not be the case with all the states, but 
some transition arrangement could be 
worked out to prevent disruption of 
revenues. 

If an allocation formula based on a 


uniform definition of property, payroll 
and sales were used by all states impos- 
ing an income tax on interstate com- 
merce and if it were applied to net in- 
come as determined for Federal income 
tax purposes without adjustment, the 
cost of compliance by interstate business 
would, I believe, be acceptable. 

But this will not happen if it is left to 
the state legislatures or the judicial 
process. Neither are well suited to the 
task and offer no real hope of tangible 
progress toward uniformity in this field. 
The Congress must, in my judgment, as 
it has -been implored to. do by the 
Supreme Court on several occasions, as- 
sume the task of accomplishing this 
under the power conferred upon it by 
the interstate commerce clause of the 
Federal Constitution. vr 


New York adopts withholding, forgives 


personal tax except on capital gains 


N*” York STATE HAS MADE an exten- 
sive revision of its tax laws. The 
principal change puts the income tax on 
a pay-as-you-go system like the Federal 
income tax plan. This is done by with- 
holding the tax on wages as paid, and 
by the payment of an estimated tax in 
quarterly installments. 

This new method went into effect on 
April 1, 1959, and declarations and quar- 
terly payments of estimated tax must be 
made commencing June 15, 1959. To 
avoid having the taxpayer pay two 
years’ taxes in one year, taxes on net 
income for the calendar year 1958 or for 
fiscal years ending in 1959 are canceled, 
except as to trusts and estates and those 
taxpayers who died during these periods. 
However, the tax on net capital gains 
1as not been canceled, and all taxpay- 
ers are required to make such returns 
and pay such tax by June 15, 1959 (in- 
stead of the usual date, April 15th). 

Also, the tax rates applicable to net 
income and net capital gains in excess 
of $11,000 are higher. The rates were 
raised from a top of 7% on net income 
and 314%, on capital gains to 10% and 
5% respectively. 

In view of the tax forgiveness for 
1958, employers need not file the 1958 
information reports on wages paid their 
employees, customarily filed on Forms 
105 and 106, and employers of non-resi- 
dents need not file withholding returns 


by MORRIS HOROWITZ 


for 1958 and are authorized to return 
1958 taxes withheld, directly to their 
non-resident workers. Where such taxes 
are returned, employers must retain 
canceled checks or receipts from em- 
ployees. 

If a taxpayer changes his accounting 
period, only the income tax with regard 
to the first taxable period, commencing 
on or after January 1, 1958 is forgiven. 

If any tax which is forgiven has al- 
ready been paid, the taxes will either 
be credited against any taxes for the suc- 
ceeding calendar or fiscal years, or will 
be refunded or otherwise credited, with- 
out the necessity of filing an application 
for refund. 


Unincorporated-business tax 


Like the capital gains tax, the unin- 
corporated business tax was not for- 
given, and reports must be filed on Form 
IT-202 for 1958 as heretofore. This also 
applies to any partnership which is sub- 
ject to unincorporated business tax or 
which realized capital gains in the 
calendar year 1958 or any fiscal year end- 
ing in 1959. 

Unincorporated business tax returns 
for 1958 and the tax are due on or be- 
fore April 15th. The unincorporated 
business tax is subject to a reduction of 
15% on the first $100 of tax, and 10% 
on the next $200 of tax, up to a maxi- 
mum reduction of $35. 
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Credit against tax 

The law now provides for a credit 
against the tax as follows: 

$10.00 to a single taxpayer. 

$10.00 each to husband and wife liv- 
ing apart. 

$25.00 to a married couple living to- 
gether and filing a joint return. 

$12.50 each to a husband and wife 
living together and filing separate re- 
turns. 


Optional deduction 


The maximum optional deduction is 
increased from $500 to-$1,000. Now a 
taxpayer may deduct either 10% of his 
gross income or $1,000, whichever is less, 
in lieu of all other deductions allowable 
under the income tax law. A husband 
and wife living together may not de- 
duct an amount in excess of 10% of 
their aggregate gross income, or $1,000, 
whichever is less, irrespective of whether 
they file joint or separate returns; how- 
ever no such deduction is allowable un- 
less both spouses elect such deduction, 
in which case it may be taken by either 
of them, or divided between them, as 
they see fit. 

A change of election to take the op- 
tional deduction for any taxable year 
may be made after the filing of the re- 
turn for such year in accordance with 
regulations to be issued by the Tax 
Commission. If a spouse filed a separate 
return for any taxable year, such a 
change will not be allowed unless the 
other spouse likewise makes such a 
change of election, and both spouses 


‘ consent in writing to the assessment of 


any additional tax attributable to such 
change of election, even though at the 
time of filing such consent, such assess- 
ment would otherwise be barred by the 
statute of limitations. 


Exemptions changed 


Prior to the 1959 amendment, exemp- 
tions were allowed to single persons in 
the amount of $1,000; to married cou- 
ples or the head of a family in the 
amount of $2,500; for dependents, $400 
each, etc. Now all exemptions are uni- 
form at the rate of $600 each, similar to 
the Federal law in this and other re- 
spects. The new exemptions follow: 

1. $600 for the taxpayer. 

2. An additional exemption of $600 
for the taxpayer if he has attained the 
age of 65 before the close of the taxable 


year. 
3. An additional exemption of $600 
for the taxpayer if he is blind at the 
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close of his taxable year. 

4. An exemption of $600 for each de- 
pendent. 

If a separate return is made by a tax- 
payer, and his spouse has no gross in- 
come and is not the dependent of an- 
other taxpayer for the calendar year, 
then: 

5. $600 additional exemption for the 
spouse, 

6. Additional exemption of $600 if 
the spouse has attained the age of 65 
before the close of the taxable year. 

7. Additional exemption of $600 for 
the spouse if the spouse is blind at the 
close of the taxable year. 


Capital gains 

The tax on capital gains has not been 
forgiven. Capital losses sustained during 
the year are deductible from capital 
gains. In view of the forgiveness of the 
tax on income, the exemptions which 
ordinarily would be applied to income 
are now applicable to capital gains. 
Those exemptions are the same as those 
that were applicable before the change 
in the law. 

Previously these exemptions were pro- 
rated in case the taxpayer's status 
changed during the year. Beginning with 
1959, exemptions depend on the tax- 
payer's status on the last day of the tax- 
able year. 

Che net capital gain after the deduc- 
tion of capital losses and these exemp- 
tions, is taxable at the rates applicable 
prior to the change in rates in the pres- 
ent law. 

The due date of the individual capi- 
tal-gains tax return for 1958 (ordinarily 
due April 15th) has been extended to 
June 15, 1959. If a taxpayer is on a fis- 
cal-year basis, the return is due on or 
before the of the 4th month 
following the close of his fiscal year, but 
need not be filed before June 15th, 1959. 
While the capital gains tax was ordi- 
narily payable in installments, the 1958 
tax is payable in full this year on June 
15, 1959. 


15th day 


Trusts and estates 


Under the old law, trusts and estates 
were entitled to the same exemptions 
allowed to single persons, i.e., $1,000. 
Now in the new law these exemptions 


June 1959 


have been reduced to $600, the standard 
exemption. 


New withholding plan 


On and after April 1, 1959, every em- 
ployer paying wages taxable to the em- 
ployee for income tax purposes, must 
deduct and withhold from such wages 
the amount of the tax estimated to be 
due from each employee, taking into 
consideration the employee’s gross in- 
come, exemptions, optional deductions 
and tax credits. The deduction is to be 
made in accordance with a table to be 
prepared and published by the 
Commission, similar to the table used in 
computing Federal taxes. 

Under the new system, the entire tax 
on 1959 income will be withheld in the 
last nine months of 1959, and will con- 
sequently require withholding at a one- 
third higher rate than otherwise. The 
withholding for the following years will 
accordingly be one-third lower, since 
withholding will then run for an entire 
12 months. 

The wages of residents, and non-resi- 
dents performing services within the 
state will be subject to withholding. So 
also the compensation of officers of cor- 
porations, since they are also employees. 
However, withholding will not apply to 
self-employed persons, such as proprie- 
tors of businesses, farmers, and _profes- 
sional people, nor to members of a part- 
nership. However, they will be com- 
pelled to pay estimated tax. 

If a non-resident performs all his ser- 
vices in New York, all of his wages will 
be subject to withholding: but if he 
works partly within New York and part- 
ly outside of New York, only his wages 
for services performed in New York will 
be subject to withholding, and if he 
happens to be a non-resident traveling 
salesman, working on a commission basis 


Tax 


based on the volume of business trans- 
acted by him, then his withholding will 
be in proportion to the amount of his 
commissions earned within New York, 
as compared to the total business within 
and without New York. w 


Subchapter S in the states 


THE LOWER House of the New Mexico 
Legislature passed a bill specifically pro- 
viding that the income of a_ business 
shall be computed for the New Mexico 
franchise tax without allowance for any 
deduction under Subchapter S. 

In Montana, stockholders may elect to 


have undistributed corporate income 





taxed by the state directly to them. Hoy- 
ever, the corporation will be required 
to pay the minimum $10 tax. 

The North Dakota Tax Commissioner 
has ruled that Subchapter S election jg 
not recognized under state law. x 


NY non-resident tax furor 


NEW JERSEY AND CONNECTICUT com- 
muters into New York have long been 
angry about the New York state income 
tax. They must pay the tax but, since 
there is income tax their own 
state, receive no credit against any local 
tax. In addition they can’t deduct in- 
terest, charitable 
and other non-business expenses allowed 
to residents. When New York adopted 
withholding this year there was a lot of 
talk about the Injustice of the New York 
system but little action seemed possible— 
those who worked in New York were 
within the power of the state and had to 
pay the tax. Now, New Jersey and Con- 
necticut are bringing pressure by for- 
bidding withholding by employees in 
their states of tax on wages paid to “re- 
verse commuters” who live in New York. 
The Attorney General of Connecticut 
ruled that Connecticut employers can- 
not withhold New York taxes. This rule 
applies to Connecticut employers with 
branches in New York. If there is any 
office in Connecticut, withholding is not 
permitted. 

In New Jersey, the Attorney General 
advised the Prudential Insurance Com- 
pany to stop withholding New York 
taxes from New York residents who work 
for it in New Jersey. The Prudential’s 
general solicitor said that the company 
decided to withhold as it has offices in 
both states and would continue to do so 


no in 


taxes, contributions 


unless notified that the action was illegal. 
A New Jersey statute forbids tax deduc- 
tion, other than Federal, from the wage 
of any employee in the state. 


Other state tax news 


20% first year depreciation 

Kansas amended its law to agree with 
the IRC and permit small business to 
take an additional 20% allowance in 
computing depreciation for the first year 
on newly acquired property. 

The North Dakota legislature is con- 
sidering a bill to make this kind of 
allowance in their state. 

The State Tax Commissioners in Dela- 
ware and Virginia have announced that 
such allowances are not permitted. 
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Ends Federal tax deduction 

Montana joins the states that do not 
allow a deduction for the Federal in- 
come tax in computing the state tax. 
The Montana corporation license tax, 
based on income, will hereafter be com- 
puted without this expense. 


Utah joins withholders 


Utah joins Massachusetts and New 
York in inaugurating a withholding sys- 
tem for collection of income tax. 


Ad tax proposed again 

Ad tax proposals are being studied in 
Maine, West Virginia and Michigan and 
have also been suggested in St. Louis, 
Mo. The state proposals are for an ex- 
tension of the sales tax to advertising. 
In St. Louis an alderman proposed a 4% 
tax on advertising revenues. wv 


Sales tax on shipment abroad upheld. 
A California manufacturer and seller of 
electrical products sold goods to a for- 
eign company for shipment abroad. Title 
to the goods passed to the purchasers 
at the time they were delivered by the 
seller to a California firm designated by 


the purchasers to pack the goods for 
shipment. The packer then held the 
goods while awaiting the purchaser’s 


shipping instructions and available | 


shipping space. The packer arranged for 
the transportation to the dock for over- 
seas shipment. The manufacturer argued 
that the Federal export-import clause 
prohibited a state sales tax. 

The court upheld the tax on the 
ground that when the goods were de- 
livered, they had not yet become ex- 
ports and that therefore the export- 
import clause of the Federal Constitu- 
tion did not apply. Gough Industries, 
Inc., CA, Calif., 12/1/58. 


No sales tax on vending machine milk. 
According to Alabama law, the gross 
proceeds from the sale of milk by a dis- 
tributor who makes his purchases direct 
from the producer are exempt from sales 


tax. The term “distributor” excludes 
such vendors as restaurants, grocery 
stores, and other retail establishments 


where milk is sold for consumption on 
the premises or as an incident to the 
principal business. The state contended 
that vending machines were “other re- 
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tail establishments” and not an exempt 
distributor. The court, ruled that such 
sales were exempt. Dixie Dairies Corp., 
Sp. Ct., Ala., 1/8/59. 


Personal property exemption for ware- 
housed goods construed narrowly. A pro- 
vision in New Jersey law exempts from 
taxation all personal property stored in 
a public warehouse. The city had taxed 
personal property owned by the tax- 
payer and held in a warehouse on the 
ground that the premises in question, 
99%, of which were occupied by the tax- 
payer, did not constitute a public ware- 
house. The court held that the provision 
exempting personal property stored in a 
warehouse should be construed narrowly. 
It stated that the purpose of the exemp- 
tion was to place New Jersey public 
warehouses on an equal competitive 
footing with those of neighboring states 
where no personal property taxes were 
imposed. The history of the provision, 
the court said, required that the statute 
be construed narrowly so as to exclude 
private warehouses created or operated 
for the taxpayer’s convenience. General 
Electric, Sp. Ct., N. J., 12/22/58. 
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Drastic changes in trust tax rules 


likely; Treasury opposes some 


(ese 3g LAST MONTH before the 
Committee on Ways and Means in- 
dicated on the whole a very favorable 
response to the bill (H.R. 3041 intro- 
duced by Chairman Mills) which sets 
forth the changes to the Code proposed 
by the Advisory Group on Subchapter 
J. The bill and the final report on 
estates, trusts, beneficiaries and decedents 
of the Advisory Group explaining its 
recommendations were prepared by dis- 
tinguished lawyers under the chairman- 
ship of Professor A. James Casner of 
the Harvard Law School. The carefully 
drafted proposals deserve the thoughtful 
consideration of man 
cerned with the income of estates and 
trusts, for the bill, if enacted, would re- 
sult in a drastic revision of Subchapter 
J, and the law applicable to the taxa- 


every tax con- 


tion of estates and trusts. 

As an aid in the study of these pro- 
posals, we have gathered together the 
major problems studied by the Group, 
their proposed solutions, and the com- 
ments made at the hearings. Though the 
prevailing attitude toward the proposals 
was approving, certain of them, particu- 
larly those regarding multiple trusts and 
the adoption of a four-tier system, were 
seriously criticized. Testimony by David 
A. Lindsay, Assistant to the Secretary of 
the Treasury, indicated the Department’s 
position on a number of the recom- 
mendations and is noted below in the 
discussion of comments at the hearings. 


Multiple trusts 

ProBLEM: The possibility of reducing 
income taxes by creating multiple trusts 
for the same beneficiary. 

PROPOSED SOLUTION: Trusts created by 
same grantor after 12/31/56 to be taxed 
as one trust if the primary beneficiaries 
of income currently accumulated or al- 
located to corpus in the separate trusts 
are substantially the same, except (a) 


where income is less than $2,000, or (b) 
not more than three intervivos trusts are 
created for the same benficiaries, and no 
two are created in the same 60-month 
period. 

ILLUSTRATIVE EXAMPLE: (1) T estab- 
lishes a trust on 1/1/57 for benefit of 
son S, a minor. Income to be paid to S 
or accumulated for his benefit. When S 
attains 21, corpus and accumulated in- 
come is to be distributed to S. On 1/1/59 
T establishes a second trust, income to 
be paid to S or accumulated for 10 years. 
At the expiration of 10 years, accumu- 
lated income to be distributed to S and 
corpus returned to T. Trusts are to be 
treated as one in any year that aggre- 
gate current accumulated 
$2,000 or more. 

(2) T in his will divides the residue of 
his estate into two trusts. His wife, W, 
is to receive the net income from Trust 
A and to have a testamentary power to 
appoint the corpus of Trust A to her 
estate. Trustee is given power to pay net 
income of Trust B to W or add it to 
principal. Trustee also has discretionary 
power to distribute corpus from Trust 
A and from Trust B to W. 
are treated as one in any year that aggre- 
gate accumulated income allocated to 
corpus or currently accumulated income 
is $2,000 or more. 

SECTIONS AFFECTED: Add new sub-sec- 

tion (c) to 641. 
Reactions: “Before the proposed ap- 
proach is adopted we would like to study 
with you and your staff a somewhat dif- 
ferent approach to the problem. It seems 
to us that if a feasible plan could be 
worked out whereby the additional tax 
is imposed upon the beneficiary at the 
time income is received by him from one 
of a group of multiple trusts, it might be 
more preferable to the present propo- 
sal.” David A. Lindsay, Assistant to the 
Secretary of the Treasury. 


income is 


Trusts 





“Since proposed Section 641(c) will 
neither produce a surplus of revenue nor 
discourage the use of multiple trusts, it 
is strongly suggested that this provision 
be rejected.” Paul E. Farrier, Committee 
on Taxation of the Chamber of Com. 
merce of the United States. 

“Unless the abuses are demonstrated 
to be sufficiently serious to demand the 
addition of another complicated section 
such as that proposed, we would not 
favor such an addition.” Austin Fleming, 
Committee on Federal Taxation, The 
Chicago Bar Association. 

“This proposed addition involves some 
very complicated concepts and will pre- 
sent serious administrative problems in 
its application.” Statement of Committee 
on Taxation, Trust Division, American 
Bankers Association. 


Dividend exclusion 


PRoBLEM: Uncertainty about proper 
treatment of $50 dividend exclusion 
where trust accumulaies part of dividend 
and distributes part. 

PROPOSED SOLUTION: Allow trusts and 
estates to exclude up to $50 dividends 
allocated to corpus without allocation of 
a portion of the exclusion to beneficiary. 

ILLUSTRATIVE EXAMPLE: Distributable 
net income of trust includes $200 of divi- 
dends. $150 is allocated to beneficiary 
and $50 to corpus. Trust would be en- 
titled to exclude entire $50 from gross 
income rather than only a pro-rata share 
($12.50). 

SECTIONS AFFECTED: 642(a)(3). 

Reactions: ‘“‘Non-controversial,” 
David A. Lindsay. 

“The Advisory Group’s recommenda- 
tion relative to the treatment of the $50 
dividend exclusion greatly simplifies the 
preparation of returns since it obviates 
the necessity of apportioning the exclu- 
sion as required under the present Regu- 
lations, an operation whose cost may far 
exceed the amount of revenue involved.” 
Statement of Committee on Taxation, 
Trust Division, American Bankers As 
sociation. 


Charitable deduction 

PROBLEM: Complexity resulting from 
treating charitable contributions as de- 
ductions from gross income. 

PROPOSED SOLUTION: ‘Treat 
tions to charitable organizations as dis 
tributions deductions. 

ILLUSTRATIVE EXAMPLE: Trust agree- 
ment requires trustee to distribute one- 
half of current net income to beneficiary 
A and one-half of current net income 


distribu- 
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to university X. if distributable net in- 
come is $30,000, distributions deduction 
would be $30,000. 

SECTIONS AFFECTED: Amend 642(c), 
643(a)(3), 643(a), 651(a)(2), 661(b), 662 
(a)(1), 662(b), 663(a). 

Reactions: “. . . we favor this pro- 
posal of the Advisory Group if the four- 
tier system is adopted. However, regard- 
less of the number of tiers ultimately de- 
cided upon, we believe that the charit- 
able distributions should be placed in 
the last tier.” David A. Lindsay. 

“The proposal that amounts paid or 
permanently set aside for charitable pur- 
poses be treated as a distribution de- 
duction under Sections 651 and 661, 
rather than a deduction from gross in- 
come under the present Section 642(c) 
is highly desirable since it will greatly 
simplify the preparation of returns.” 
Statement of Committee on Taxation, 
Trust Division, American Bankers As- 


sociation. 


Termination in part 


ProBLEM: Present law does not permit 
allocation of a pro-rata share of unused 
loss carryover or excess deductions on 
termination of a single beneficiary’s in- 
terest in an estate or trust having differ- 
ent beneficiaries. 

PROPOSED SOLUTION: Extend net op- 
erating loss carryover and excess de- 
ductions on termination provisions to 
termination of single beneficiary’s in- 
terest in estate or trust. 

ILLUSTRATIVE EXAMPLE: Trust agree- 
ment provides that net income is to be 
paid in equal shares to son, A, and 
daughter, B, until A attains age 35. 
When son A attains age 35, one-half of 
trust corpus is distributable to A and 
entire net income is thereafter to be 
paid to daughter B until her death. 
Trust has $2,000 loss carryover available 
when A attains 35 and a trustee’s dis- 
tr:bution fee is charged against his dis- 
tributable share. $1,000 loss carryover is 
made available to A and he may take ad- 
vantage of excess deduction charged 
against his share. 

SECTIONS AFFECTED: 642(b)(3). 

Reactions: “This is a necessary ex- 
tension of the separate share rule.” 
Paul E. Farrier. 

“Non-controversial,”” David A. Lind- 
say. 

“The proposed amendment . . . ex- 
tending the carryover provisions of Sec- 
tion 642(b) to the termination of a single 
beneficiary’s interest in an estate or trust 
is highly desirable in the interest of 


Estate 


simplifying the administration of estates 
and trusts.” Statement of Committee on 
Taxation, Trust Division, 
Bankers Association. 


American 


Corpus deductions 


ProsLeM: Under present law allow- 
able corpus deductions reduce distribu- 
table net income to the advantage of 
the income beneficiaries before reducing 
taxable income allocated to corpus. 

PROPOSED SOLUTION: Corpus deductions 
would be applied first against income 
which is excluded from distributable net 
income, that is, capital gains and in cer- 
tain cases extraordinary dividends and 
taxable stock dividends. The excess of 
corpus deductions over excluded income 
would be allowed in computing dis- 
tributable net income. 

ILLUSTRATIVE EXAMPLE: Assume that a 
distributable trust has $5,000 of current- 
ly distributable ordinary income and 
$500 of capital gains (after taking a de- 
duction under Section 1202), and there 
is a trustee’s fee chargeable to corpus of 
$1,000. The trustee would offset. the $500 
capital gain by $200 of the fee and the 
$300 personal exemption. The balance 
of the $1,000 fee would reduce distribu- 
table net income, and the beneficiary 
would be taxable on $4,200 rather than 
$4,000, the result under present law. 

SECTIONS AFFECTED: 643(a)(3)(c). 
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Reactions: ‘‘Non-controversial,’’ 
David A. Lindsay. 

“This proposal is approved because it 
allows an estate or trust which would 
otherwise be taxable as an entity upon 
income allocated to corpus to claim al- 
lowable deductions to the extent neces- 
sary to offset such income.” Statement 
of Committee on Taxation, Trust Divi- 
sion, American Bankers Association. 


Tier system 


ProBLeM: Inequities result under 
present liw because, in allocating in- 
come, beneficiaries receiving income, 
other than those receiving income re- 
quired to be distributed currently, are 
placed in the same class with benefici- 
aries receiving corpus. 

PROPOSED SOLUTION: To establish a 
four-tier system for the allocation of 
estate or trust income. An order of 
priority would be established between 
classes of income distributions so that 
distributable net income would be ap- 
plied to distributions as follows: 

Ist tier: required to be paid out of 
income; 2nd tier: discretionary income 
payments; 3rd tier: discretionary income 
or corpus payments; 4th tier: all other 
amounts. 

A charity would always be a 4th tier 
beneficiary. 

ILLUSTRATIVE EXAMPLE: See Table I. 





TABLE I: 


Distributable net income 
Distributions: 


corpus (4th tier) 
Results: 
A receives and is taxed on 


Distributions: 


Results: 





PROPOSED FOUR-TIER SYSTEM 


Example I 


To A, required to be paid out of income (Ist tier) 

To B, discretionary income payment (2nd tier) 

To C, discretionary income or corpus payment (3rd tier) ... 
To D, discretionary payment which can be made only out of 


B receives $12,000 and is taxed on 
C receives $29,000 but is taxed on 
D receives $30,000 but is taxed on 


Exampie II 
Distributable net income ............. 
To X charity, discretionary income payment (4th tier) 
To A, discretionary income or corpus payment (3rd tier) 


X charity receives $8,000 and is taxed on 
($2,000 charitable deduction) 
A receives $8,000 and is taxed on 
(X charity is a 4th tier beneficiary) 


. $30,000 


20,000 
12,000 
30,000 


$0,000 


20,000 
10,000 
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SECTIONS AFFECTED: 661(a)(1), 662(a)(1). 
REACTION: “We have reviewed care- 

fully the proposed 4-tier system and the 

recommended changes which would be 
applicable to sprinkling trusts. In our 
opinion, these proposals do not repre- 
sent any substantial improvement over 
existing law.” Maxwell A. R. Wakely, 

American Institute of Certified Public 

Accountants, Committee on Federal 

Taxation. 

“The necessity of determining the al- 
location of distributable net income as 
between four ciasses of beneficiaries who 
are in receipt of estate or trust income 
would unduly complicate the task of pre- 
paring fiduciary returns.” Statement of 
Committee on Taxation, Trust Division, 
American Bankers Association. 

“The that the 
Group has taken in determining the 
tier allocation 
upon the terms of the trust instrument 
and local law, is very desirable. It elimi- 


approach Advisory 


system, namely, based 


nates tracing which was one of the main 
objectionable features of the law under 
the 1939 Code and also eliminates any 
remaining requirements to trace under 
the 1954 Code. However, we believe it 
may be more equitable and simple to re- 
tain only a two-tier system but include 
in the first tier all amounts which would 
fall within the Advisory Group’s first 
and second tiers. The second tier would 
then include all amounts falling in the 
Advisory Group’s third and fourth tiers.” 
David A. Lindsay. 


Separate shares 


PRoBLEM: Under present law the sep- 


arate share rule does not extend to 
estates. Thus, if residue of an estate is to 
be divided between A and B in equal 
shares, and the executor makes an ad- 
vance distribution of estate corpus to 
A, but no distribution to B, distribution 
to A may result in attribution of dis- 
tributable net income to A up to but 
not in excess of amount paid, rather 
than a pro-rata share of such distribut- 
able net income. 

PROPOSED SOLUTION: Application of the 
separate share rule to estates as well as 
that if beneficiaries of 
estate have separate and independent 
treated 
separate estates for the purpose of de- 


to trusts so an 


shares, the shares will be as 


termining amounts of distributable net 


income allocable to each beneficiary. 

ILLUSTRATIVE EXAMPLE: If the residue 
of an estate is to be divided between A 
and B in equal shares, and the execu- 
distribution 


tor makes an advance of 
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estate corpus in the amount of $10,000 
to A but no distribution to B in a year 
in which distributable net income is 
$8,000, $4,000 would be allocated to A 
rather than the $8,000 which would be 
allocated to A under present law. 

SECTIONS AFFECTED: 663(a). 

Reactions: ‘‘Non-controversial,’’ 
David A. Lindsay. 

“... our thinking is in harmony with 
those portions of the report dealing with 
. .. the separate share rule.” Wallace M. 
Jensen, American Institute of Certified 
Public Accountants, Committee on Fed- 
eral Taxation. 

“The proposed amendment extending 
the separate share rule to estates . . . is 
highly desirable in the interest of simpli- 
fying the administration of estates and 
trusts.” Statement of Committee 
Taxation, Trust Division, 
Bankers Association. 


on 
American 


Estate corpus distributions 


distribution to a_ bene- 
ficiary from the residue of an estate in 
the ordinary course of administration 
may result in the beneficiary being taxed 
with a disproportionate share of estate 
income. For example, the transfer of the 


PROBLEM: A 


family car to the widow charged to her 
share of the residuary estate may result 
in the widow being taxed with income 
in an amount equal to the market value 
of the car. 

PROPOSED SOLUTION: Amounts properly 
paid from and charged. to estate corpus 
during the first 36 months after dece- 
dent’s death, to be excluded from gross 
income of recipient. 

ILLUSTRATIVE EXAMPLE: During the 
first year of administration, the estate in- 
is $2,000, none of which 
tributed. The executor distributes the 
family car valued at $800 to the widow, 
advances her $200 in cash but makes 
no other distributions. Both the car and 
the cash are charged to her share of the 
residuary estate. Under the proposed 
amendment, the estate would pay tax on 
the income of $2,000, and the widow 
would not be taxed on any income for 
that year since amounts distributed to 
her were charged to her share of the 
residue. 

SECTIONS AFFECTED: 663(a)(1) and (2). 

Reactions: “The example which is 
commonly used here is the distribution 
of the family car to the widow. We be- 
lieve that this type of result is confusing 
and perhaps unfair and that present law 
should be revised. We do not agree, 
however, to the revision suggested by 


come is dis- 





the Advisory Group. Its proposal is that 
all items payable from corpus of an 
estate during the 36 months following 
the death of the decedent be exempt 
from tax in the hands of the distributes, 
We... recommend ... a ‘distribution 
in kind’ approach. . . . Under this ap. 
proach, a distribution in property (other 
than money) owned by the decedent at 
the time of his death would be consid- 
ered to be a payment from corpus of the 
estate, and thus would not be considered 
a distribution of income.” David 4A. 
Lindsay. 

“The Advisory Group’s proposal in 
respect to any amounts paid in full or 
partial satisfaction of a bequest, share, 
award or allowance from the corpus of a 
decedent's estate during the three years 
following the decedent’s death is ap- 
proved because* it removes certain in- 
equities and unintended hardships in 
the present law such as attributing in- 
come of an estate to a person receiving 
only a corpus distribution. The inequi- 
ties encountered most often since the 
enactment of the 1954 Code have been 
in treating as income a widow’s allow- 
ance paid out of corpus, distributions to 
beneficiaries of personal property, and 
corpus transferred by an executor to a 
residuary legatee. We feel that the rules 
set forth in proposed Section 663(a)(2) 
are preferable to either a ‘distribution 
in kind’ approach or the taxation of an 
estate as an entity for a period of time.” 
Statement of Committee on Taxation, 
Trust Division, American Bankers As- 
sociation. 


Power of withdrawal 

ProsBLEM: There 
cerning the effect of a power given a 
person other than the grantor to with- 


is a question con- 


draw a limited amount of corpus. Under 
the present Regulations if a person has 
a limited power to withdraw corpus he 
is taxed with a pro-rata share of the 
capital gain. 

PROPOSED SOLUTION: Provide that the 
holder of a power to withdraw corpus 
(not in excess of 5% of the corpus or 
$5,000 whichever is greater) should not 
be taxed on capital gains; capital gains 
would be taxed to the trust unless in- 
cludible in distributable net income. 

ILLUSTRATIVE EXAMPLE: A establishes 
a trust under which B is entitled to net 
income. W is given a right to withdraw 
$5,000 or 5% of the corpus. Capital 
gains would be taxed to trust rather than 
to W whether she makes a withdrawal 
or not. 
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SECTIONS AFFECTED: New Section 664 
would replace 678. 

Reactions: “The proposed new Sec- 
tion 664 is approved as more effectively 
taking care of situations previously cov- 
ered under Section 678 which would be 
deleted if Section 664 is adopted.” State- 
ment of Committee on Taxation, Trust 
Division, American Bankers Association. 

“Non-controversial,”” David A. Lind- 


say. 


Throwback rule 


ProsLeM: The exception for final dis- 
tribution if made more than nine years 
after the date of the last transfer to the 
trust may conceivably be rendered in- 
applicable by a small addition of prop- 
erty. 

PROPOSED SOLUTION: Provide that the 
nine-year rule be amended so that the 
throwback rule would be applicable only 
to the extent that the final distribution 
represents property transferred to the 
trust not more than nine years prior to 
such distribution plus income from such 
property. 

ILLUSTRATIVE EXAMPLE: H creates an 
irrevocable trust, income to be accumu- 
lated and added to corpus for 10 years, 
at which time principal and accumulated 
income are to be distributed to W. Five 
years later H adds $1,000 to principal so 
the trustee will have the cash to exer- 
cise certain rights. The value of the 
trust is then, $110,000. Under the pro- 
posal, the addition by H of $1,000 would 
result in the application of the throw- 
back rule to only 1,000/110,000 of the 
trust income from the date of the addi- 
tion to termination. 

SECTIONS AFFECTED: 665(b)(4). 

Reactions: “Under this provision a 
distribution which is a final distribution 
of a trust is excepted from the applica- 
tion of the throwback rule if it is made 
more than nine years after the date of 
the last transfer to the trust. The Ad- 
visory Group would refine this rule so as 
to provide an exception based upon 
assets held by the trust for nine years 
prior to the final distribution. We do 
not object to this refinement. However, 
the nine-year rule should be given 
further serious study. We believe that 
nine years may be too short and that as 
a consequence the rule contributes to 
tax avoidance through use of multiple 
trusts. If it is felt desirable to continue 
the present nine-year rule, we recom- 
mend that the law be revised so that it 
will apply to a final distribution from 
another trust created by the same 
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BEGINNING with this issue of The 
Journal of Taxation, William K. 
Stevens, of Chicago, will be editor of 
the department concerned with in- 
come taxation of trusts and estates. 
Mr. Stevens is assistant vice presi- 
dent, The First National Bank of 
Chicago. He has been chairman of 
the Federal Taxation Section of the 
Illinois Bar Association, a member of 
the Federal Taxation Committee of 
the Chicago Bar Association, and a 
member of the following committees 
of the Section of Taxation of the 
American Bar Association: income of 
estates and trusts, publications, and 





WILLIAM K. STEVENS TO EDIT THIS DEPARTMENT 


cooperation with state and _ local 
groups. Also, he has been a member 
of the pension and profit sharing 
trust committee of the Section of Real 
Property of the ABA. 

Mr. Stevens received an A.B. (cum 
laude) from the University of Cali- 
fornia, an M.A. from the University 
of Chicago, and an LL.B. from Har- 
vard Law school. He is the author of 
many articles on taxation. 

The editors have much pleasure in 
presenting Mr. Stevens as a member 
of their group, and welcome him with 
enthusiasm. We know readers will 
benefit substantially from his efforts. 








grantor. This is the alternative approach 
to the multiple trust problem.” David 
A. Lindsay. 

PRoBLEM: There is no exception to 
the throwback rule for income required 
to be distributed on the death of the in- 
come beneficiary. 

PROPOSED SOLUTION: Provide that an 
accumulation distribution does not in- 
clude amounts required to be distributed 
to a beneficiary upon the death of an- 
other beneficiary from whom income was 
withheld to the extent that such amounts 
could have been paid to such other bene- 
ficiary. 

ILLUSTRATIVE EXAMPLE: Income of a 
testamentary trust could be distributed 
to A or accumulated. Upon the death 
of A, B is to receive accumulated income 
and thereafter net income for life. Under 
the proposed change the throwback 
would not be applicable to accumulated 
income distributed to B on death of A. 

SECTIONS AFFECTED: 665(b)(5). 

Reactions: “A simple case to which 
this is directed is one in which the 
grantor creates a trust, provides that all 
the income of the trust in the discretion 
of the trustee can be distributed to his 
wife, or can be accumulated during her 
lifetime for distribution to his son. The 
proposal would exclude any amounts 
distributed to the son upon the death of 
the wife. We believe that under the 
terms of a trust of that type the ac- 
cumulated income is being held not only 
for the wife but also for the son and 
that the provisions of present law are 
proper and should not be changed.” 
David A. Lindsay. 

ProsLeM: Under present law the ex- 
ception to the throwback rule for a 
beneficiary’s attaining a specific age ts 


not applicable io trusts created after 
January 1, 1954. 

PROPOSED SOLUTION: Provide that an 
accumulative distribution does not in- 
clude amounts paid to a beneficiary as 
a final distribution of a trust by reason 
of the beneficiary attaining an age speci- 
fied in the trust instrument if (1) trust is 
created by will or was revocable by 
grantor acting alone prior to his death, 
and (2) no other amount has been paid 
to such beneficiary in a prior year as a 
final distribution from another such 
trust. 

ILLUSTRATIVE EXAMPLE: T dies in 1958 
leaving a will which provides that in- 
come is to. be accumulated until his son, 
S, attains 40 at which time corpus and 
accumulated income is to be distributed 
to him. Under present law, if a son at- 
tains 40 in 1963, the throwback rule 
would apply since the distribution was 
made not more than nine vears after 
date of last transfer to trust. Under the 
proposal the throwback rule would not 
apply. 

SECTIONS AFFECTED: Add Section 665 
(b)(6). 

Reactions: “The Advisory Group re- 
port recommends another exception to 
to the throwback rule for amounts paid 
to a beneficiary as a final distribution by 
reason of his reaching a specified age if 
the trust was created by will or was re- 
vocable by the grantor acting alone) and 
the beneficiary has not at a prior time 
received another final distribution from 


another trust in a year ending after the 
grantor’s death. This exception would 
permit a grantor to set up a trust and 
provide for a final distribution at a 
specified age within the nine-year period 
referred to above without having the 
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throwback rule apply. We are not in 
favor of any more exceptions until a 
further study is made of the adequacy of 
the nine-year rule.” David A. Lindsay. 

ProsLeM: The throwback rule applies 
if accumulation trusts are divided to 
create an additional separate trust for 
an after-born child. 

PROPOSED SOLUTION: Provide that an 
accumulation distribution does not in- 
clude amounts required to be paid to an- 
other trust. However the pro-rata share 
of the undistributed net income of the 
distributing trust for current and pre- 
ceding years and the pro-rata share of 
taxes attributable to this undistributed 
net would be deemed undis- 
tributed net income ands taxes imposed 
upon the receiving trust., The taxes im- 
posed on the distributing: trust would be 
correspondingly reduced. 

ILLUSTRATIVE EXAMPLE: A establishes a 
trust of $100,000 for four children. It 
is to be immediately divided into sep- 
arate trusts, one for each child. In first 
year, undistributed net income of each 
separate trust is $1,000 and tax imposed 
on each is $200. Six months after start 
of second year, a fifth child is born and 
pursuant to the terms of the agreement, 
the trustee establishes a new trust, allo- 
cating one-fifth of each existing trust to 
the new trust. Assume the value of each 
distributing trust is $30,000, and each 
contributes $6,000 so that each of the 
five trusts will be worth $24,000. 

If $500 is the distributable net income 
of each distributing trust for the half 
year prior to the carving out of the new 
trust, each distributing trust will be en- 
titled to a deduction of $100 (1/5 of 
$500) and the receiving trust will be tax- 
able on $400 ($100 from each distribut- 
ing trust). The $1,000 of undistributed 
net income of each distributing trust 
will be reduced by $200 (1/5 of $1,000) 
and the receiving trust will have un- 
distributed income for the purposes of 
the throwback of $800. The taxes im- 
posed on each distributing trust for pur- 
poses of the throwback rule will be re- 
duced from $200 to $160 (by 1/5) and 
there will be attributed to the receiving 
trust for the purposes of the throwback 
rule the sum of $160 (4 x $40) as taxes 
imposed upon that trust. 

SECTIONS AFFECTED: Section 665(b)(7). 

Reactions: “The Advisory 


income 


Group 


would revise the throwback provisions 
so as to apply them properly in cases 
where trusts are set up from the assets of 
one already in existence. We have no 
objection.” David A. Lindsay. 
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ProsLeM: Under current law the tax 
result is uncertain when income is ac- 
cumulated pending the settlement of a 
dispute concerning the persons entitled 
to such income; e.g. whether gift of in- 
come to children includes an adopted 
child. 

PROPOSED SOLUTION: None proposed. 

SECTIONS AFFECTED: Section 665. 

Reactions: “Section 665(b) should be 
amended to provide that the throwback 
rule will not apply in situations in which 
a trustee fails to make an immediate 
distribution of income because of a 
bona fide dispute or doubt as to who 
is entitled to such income or as to 
whether such amount is income or prin- 
cipal. In its Final Report, the Sub- 
chapter J Advisory Group recognized the 
need for legislation in this area and, 
although this problem is not exclusively 
a throwback problem, it appears that it 
would not be inappropriate to provide 
a solution to the problem in H.R. 3041.” 
Paul E. Farrier. 


Power to appoint 


ProBLEM: Under present law, the 
power to appoint by will does not re- 
sult in the grantor being treated as 
owner under 674(b)(3) unless income is, 
or without the consent of any adverse 
party may be, accumulated for such dis- 
position by the grantor. However, a 
power to appoint by deed may result 
in grantor being treated as the owner 
even though beneficial enjoyment would 
not be affected until after the death of 
the holder of the power. 

PROPOSED SOLUTION: Put a power to 
appoint by deed on a par with a power 
to appoint by will, where, if exercised, 
it will not effectively alter beneficial en- 
joyment of the trust property until after 
death of the holder of the power. 

ILLUSTRATIVE EXAMPLE: A_ transfers 
property to T as trustee. T is given dis- 
cretion to spray income among members 
of a group consisting of A’s wife and 
issue or to accumulate it and add it to 
corpus. On death of W, the trustee is 
to distribute corpus or hold it in trust 
for such one or more of A’s issue, as W 
shall appoint by deed delivered to the 
trustee in W’s lifetime, or if she makes 
no appointment by deed, as W shall 
appoint by will. There is no reversionary 
interest retained by A. Under the pro- 
posed amendment the power to appoint 
by deed or by will would not cause the 
income of the trust to be taxable to A. 

SECTIONS AFFECTED: 674(b)(3). 

Reactions: “The proposed amend- 








ment would extend the exception to a 
power to appoint by deed, as well as by 
will, where the beneficial enjoyment of 
the exercise will be postponed until after 
the death of the holder of the power, In 
addition to the foregoing, there are other 
technical changes which represent im. 
provements.” Paul E. Farrier. 


Control 


ProBLEM: Under present law certain 
powers, excepted from the rule taxing 
trust income to the holder of power to 
control beneficial enjoyment, cease to 
be excepted if any person has a power 
to add to a class of beneficiaries desig. 
nated to receive income or corpus except 
where such action is to provide for after. 
born or after-adopted children. 

PROPOSED SOLUTION: Provide that such 
excepted powers to control beneficial en- 
joyment will not cease to be excepted 
because of power to add after-acquired 
spouse as well as after-born or after- 
adopted children. Other clarifying 
changes also recommended. 

ILLUSTRATIVE EXAMPLE: A _ transfers 
property to T, an independent trustee. 
T is given the power to spray income 
and corpus among A’s son, S, and §'s 
children living on the date the trust 
is established. Under present law, A’s 
wife W can be given a power to add 
after-born or after-adopted children of 
S to the group of beneficiaries without 
the power given T to spray income and 
corpus ceasing to be an excepted power 
under 674(c). Under the proposed 
amendment, W could also add an after- 
acquired spouse without involving “the 
exception to the exception.” 

SECTIONS AFFECTED: 674(b)(5). 

Reactions: “We believe that the sim- 
ple addition of the phrase ‘or to change 
beneficiaries (other than to provide for 
an after-acquired spouse)’ immediately 
following the words ‘subject to a power 
of disposition’ in the opening paragraph 
of the section accomplishes the purpose 
of the ‘exception’ sentence, and if this 
addition were made, the ‘exception’ 
sentence could be omitted wherever it 
appears, thereby greatly simplifying the 
provisions of the section.” Statement of 
Committee on Federal Taxation of the 
Chicago Bar Association. 


Power to lend 


ProsLeM: The present statute might 
be interpreted to indicate that a grantor 
is to be treated as the owner if the trust 
agreement contains a general power to 
make loans to anyone without regard to 
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interest or security, even though the 
grantor is only one of several trustees. 

PROPOSED SOLUTION: Make the law 
read “except where a trustee (other than 
the grantor acting alone) is authorized 
under a general lending power to make 
loans to any person without regard to 
interest or security.” 

ILLUSTRATIVE EXAMPLE: A _ transfers 
property to himself and T as trustees. 
Administrative powers include a gen- 
eral power to make loans to any person 
without regard to interest or security. 
Under proposed change it would be clear 
that this power does not result in A 
being treated as the owner where he 
is one of two (or more) trustees. 

SECTIONS AFFECTED: 675(2). 

Reactions: No comments. The Ad- 
visory Group report indicates that this 
modification would make the view 
adopted in the Regulations “unequivoc- 
ally clear.” 


Income in respect of a decedent 


ProsLeEM: Under present law it is un- 
certain precisely what types of income 
are income in respect of a decedent. 

PROPOSED SOLUTION: To define and 
clarify types of income which are to be 
given income in respect of a decedent 
treatment, e.g. an amount received by 
the executor which represents compen- 
sation for services rendered by the de- 
cedent which would have been taxable 
to him had he received it is one type. 
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ILLUSTRATIVE EXAMPLE: If A dies own- 
ing a non-restricted stock option, its ex- 
ercise by his executor may result in the 
realization of compensation for work by 
the decedent includible in the estate’s 
income as in respect of a decedent under 
proposed Section 691(a)(3). 

SECTIONS AFFECTED: Section 691. 

Reactions: “In view of the fact that 
generally the present provisions are in 
broad and general terms, the Advisory 
Group recommends a revision which will 
be more definitive without changing the 
scope of the present law. We believe that 
this approach should be given favorable 
consideration. It will reduce the present 
uncertainty and confusion which now 
exists in this area.” David A. Lindsay. 

“We strongly concur in the desirabil- 
ity of making such a definition. We ap- 
prove of the items specifically) covered 
by paragraphs (1) through (6)... . We 
strongly dissent from the provisions of 
paragraph (7). We believe the provision 
too broad and indefinite and may go 
beyond present law, and the phrase ‘re- 
ceived solely by reason of his death’ is 
as uncertain of meaning as ‘income in 
respect of a decedent’. It furnishes no 
help to a person trying to determine 
what is and what is not included. If there 
are other items to be covered, they 
should be added to the list specifically 
rather than through the use of a ‘catch- 
all’ phrase.” Committee on Federal Taxa- 
tion of the Chicago Bar Association. * 


New decisions: income taxation of trusts 


Trustee reports gain though he didn’t 
make sale. A father, life tenant of a 
farm property which would go to his sur- 
viving sons, petitioned a Michigan court 
for the power to sell the farm and have 
the proceeds invested. The court ordered 
him personally to sell the farm and turn 
over the proceeds to a trustee. The ques- 
tion is who should report the sale and 
pay the tax on the gain. The IRS rules 
that, in view of the Michigan law, even 
though the trustee did not make the sale 
he should report it and pay the tax. 
Rev. Rul. 59-99. 


No dividend exclusion for trust bene- 
ficiary deducting final-year loss. The 
beneficiary of a trust distributing all its 
income is entitled to claim the dividends- 
received exclusion and credit. If, in its 
final year, a trust’ has deductions in 
excess of income, the beneficiary is en- 





titled to the excess deduction. The IRS 
now rules that it would not be in accord 
with the statutory pattern to allow a 
beneficiary with such final-year excess 
deductions to have dividends received 
credit and exclusion. There was no divi- 
dend income to the beneficiary. Rev. 
Rul. 59-100. 


Intertrust transfer of participation in 
common trust fund not taxable. Tax- 
payer was the beneficiary of a trust 
which would terminate when she reached 
21. The assets of the trust were invested 
in participation units of a common trust 
fund. Shortly after the trust terminated 
at her twenty-first birthday she created 
a new trust with the same bank as 
trustee. She instructed the bank to trans- 
fer the participation units to the new 
trust. The IRS in a private ruling had 
held that such transfer was not taxable. 


It later reversed its position and held 
that the transfer was in effect a with- 
drawal and, under the Code provisions 
applicable to common trust funds, gain 
must be computed then. This court in- 
terprets the statute as not treating an 
intertrust transfer as a withdrawal. 
Transfer does not result in a taxable 
event. Wiggin, DC Mass., 1/12/59. 


Can deduct cost of unsuccessful litiga- 
tion to recover taxable income. In 1954 
legal expenses were paid by taxpayer, a 
trust life tenant, in an unsuccessful suit 
to acquire part of the shares received 
by the trust in 1952, 1953, and 1954 in 
a tax-free reorganization and allocated 
by the trustee to corpus. The court finds 
that if taxpayer had won her suit, the 
stock, although non-taxable to the trust, 
would have been taxable income to her 
under the provisions of the 1939 Code. 
It therefore holds that the portion of the 
litigation expenses incurred for 1952 and 
1953 (years subject to the 1939 Code) 
is deductible. However, it denies a de- 
duction for the expenses applicable to 
shares received in 1954 since under the 
1954 Code the stock would not have 
been taxable. Burgwin, 31 TC No. 96. 
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1 SEVENTH AVE., NEW YORK 1, N. Y 
Opposite Pennsylvania Station 
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gift tax decisions 
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Donor’s estate includes irrevocable trusts 
subject to a reserved power. In 1931, 
decedent created trusts for his three sons 
with himself as trustee. Under the term 
of each trust indenture the trustee was 
authorized to distribute or accumulate 
the income and to distribute the corpus 
to the beneficiary. The court determined 
that trusts were includible under Sec- 
tion 811 (d) (2) of the 1939 Code by 
reason of the reservation of the right to 
determine how each beneficiary should 
enjoy the income and corpus. Such right, 
even though held in a fiduciary capacity, 
was a reserved “power to alter, amend, 
or revoke” within the meaning of that 
section. Hook Estate, (Michigan Trust 
Co., Ex.).. DC Mich., 3/11/59. 


Trustee’s power to allocate to income or 
corpus doesn’t make interest contingent 
[Acquiescence}. Taxpayer created a trust 
giving life incomes to four beneficiaries, 
remainder to charity. The Commissioner 
denied the $3,000 exclusion for the gifts 
to the the 
ground that the power given to the 
allocate 


income beneficiaries on 


trustee to receipts between 
corpus and income made it impossible 
to know the amount of income, or that 
there would be any income at all. The 
court found that the power was given 
merely to administration and, in 
the event that the trustee should abuse 
and thwart the 
purpose of the donor—to provide for the 
income 


aid 


his discretion obvious 
beneficiaries 
could obtain redress in the state courts. 
Aside from this point, the parties had 
agreed that the interests could be valued 
and were worth over $3,000. The Com- 
missioner states that, while disagreeing 
with the treatment by the court, he will 
not file an appeal in this case. Acquies- 
cence is in result only. Brown, 30 TC 
831, acq. IRB 1959-13. 


beneficiaries—the 


Withdrawals from corporation by presi- 
dent were loans, not gifts from son, the 


sole stockholder. In 1953, White, the 





Notes on new estate tax and gift tax 
decisions in this department are by 
William K. Stevens, Assistant Vice 
President of The First National Bank 
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president of a corporation wholly owned 
by the taxpayer, his son, made with- 
drawals of $74,000 in excess of his salary, 
allowable expenses and bonus. At the 
end of the year, he gave the corpora- 
tion a 2% note for the excess with- 
drawals. The corporation sued White in 
1956 and recovered judgment against 
him for a large sum of money which 
included the face amount of the 1953 
note plus interest. However, the Com- 
missioner treated the withdrawals as gifts 
from his son and assessed gift tax. The 
court instructed the jury that if the 
corporation actually, and in good faith, 
considered that the excess withdrawals 
were loans to the father and that the 
note was an actual and binding obliga- 
tion such withdrawals would constitute 
loans, but if the corporation did not 
view the note as a binding obligation 
then the withdrawal would constitute 
gifts. The jury said the withdrawals were 
loans. White, DC Ark., 2/9/59. 


No marital deduction despite invasion 
power. Decedent left the residue of his 
estate (taxpayer here) in trust. His wife, 
who was trustee, was to receive the entire 
net income during her lifetime and as 
trustee had the right to withdraw prin- 
cipal for her “maintenance, comfort and 
general welfare, the necessity of such 
withdrawals, and the amounts...” to be 
determined by her. The Tax Court holds 
that this power was not an unlimited 
power of appointment sufficient to 
qualify the trust for the marital deduc- 
The concluded that under 
the terms of the decedent's will, con- 
sidered in the light of applicable Ohio 
law, the power was limited and not exer- 
cisable in all events. The widow’s in- 
terest was terminable; no marital deduc- 
tion is allowed. Comer, 31 TC No. 123. 


tion. court 


Transfer with retained life estate tax- 
able; was made after 3/4/31. Decedent 
created a trust on January 12, 1923, re- 
serving the net income for life and the 
right to revoke. On May 27, 1931, dece- 
dent revoked the trust, executed a new 
trust indenture and transferred the se- 
curities into the new trust. Under the 
terms of the May 27, 1931 trust inden- 
ture she reserved the net income for life. 
Decendent’s executors now claim that 
the new trust should be treated as a 
continuation of the January 12, 1923 





trust and exempt from Federal estate 
tax since created prior to March 4, 193], 
The court denies the claim and finds that 
the trust of May 27, 1931, constituted a 


new, separate, distinct, and different 
trust from the revoked trust of January 
12, 1923. Since the new trust was a trans- 
fer with a reserved life estate made sub. 
sequent to the enactment of the Joint 
Resolution of Congress of March 3, 193], 
it was subject to Federal estate tax at 
the death of the decedent. Maclean, DC 
Calif., 3/3/59. 


INSURANCE CASES 


Ordinary income on sale of annuity be- 
fore maturity. [Certiorari denied]. The 
Court of Claims took the position that 
ordinary income results from the sale of 
an annuity policy just before maturity, 
in direct conflict with the recent Phillips 
decision of the Tax Court. The taxpayer 
sold the policy twelve days before matur- 
ity to the insurance agent, who was able 
to borrow the entire amount from a 
bank. Taxpayer received $117,000, and 
the face value of the policy was $117,300. 
The Court of Claims agreed with tax- 
payer that there was a bona fide sale, 
But, nevertheless, it felt the substance of 
the transaction was anticipation of or- 
dinary income since the build-up in 
value of an annuity policy consists of the 
guaranteed 3% interest increment. It 
relied on the Supreme Court decision in 
Lake. Arnfeld, cert. den., 3/23/59. 


No deduction for interest on insurance 
company loan financing annuities (Old 
Law). Taxpayer purchased eight annuity 
contracts each calling for a single pre- 
mium of $250,000. He borrowed from a 
bank the necessary funds, immediately 
obtained a loan from the insurance com- 
pany and paid off the bank loan. He 
now seeks to deduct the interest on loan 
from the insurance company. The court 
denies the deduction on the grounds that 
the loan was not a bona fide indebted- 
ness. [The 1954 Code specifically denies 
deduction of interest on loans to carry 
single premium annuities.—Ed.] Hag- 
gard, DC Ariz., 2/17/59. 


Service will follow Casale, Sanders, 
Prunier decisions. The Service agrees 
that the payment of premiums by a cor- 
poration on an insurance contract on the 
life of an employee-shareholder, in which 
the corporation possesses rights of owner- 
ship, is not income to the insured em- 
ployee-shareholder. Rev. Rul. 59-79. 
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MANAGEMENT OF THE 


- Professional tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Lawyer-CPAs oppose proposed ban on 


dual practice as unfair and unneeded 


AX MEN WHO ARE BOTH lawyers and 
Torii’ public accountants are 
strongly opposed to the proposed Code 
of Conduct which would forbid the per- 
son qualified for both professions from 
practicing them simultaneously. The 
proposals were drafted by a subcom- 
mittee of the Committee on Professional 
Relations of the American Bar Associa- 
tion and submitted to the National Con- 
ference of Lawyers and Certified Public 
Accountants. The National Conference 
has taken no action on the proposals. 
However, in view of the widespread in- 
terest in them, the editors of THE 
JournaL or Taxation have discussed 
one section of these proposals—that deal- 
ing with dual practice—with a number 
of practitioners who are both lawyers 
and CPAs and have found the practi- 
tioners arguing strongly against the pro- 
posals both in their own interest and 
what they see to be the best interests of 
the professions and of the public. 

The proposed Code, which was 
printed in full in our October, 1958 
issue (9 JTAX 198) dealt with four 
topics: the lawyer employed by the 
CPA firm, the CPA employed by the 
law firm, partnerships between lawyers 
and CPAs, and, finally, the topic on 
which we have queried practitioners who 
would be affected, the individual prac- 
titioner who possesses dual qualifications. 
The proposed Code would prohibit such 
persons from serving in both capacities 
at the same time and cited an opinion of 
the Committee on Professional Ethics 
and Grievances of the American Bar As- 
sociation that a lawyer holding himself 
out as such, may not also hold himself 
out as a CPA at any office without violat- 
ing Canon 27, because his accounting 
activities will inevitably serve as a feeder 
of his law practice. 

“Canon 27,” the proposed Code con- 
tinues, “is designed to assure that at- 
torneys maintain a dignity necessary to 
command respect for the law and the 


profession and that legal problems be 
handled by those best qualified, rather 
than those merely best publicized. Joint 
practice by a lawyer-CPA results in in- 
direct solicitation of business to the ex- 
tent that legal business is attracted by 
the accounting, rather than the legal 
proficiencies of the individual . . . 

“Representation to the public by a 
lawyer that he is a CPA also tends to 
imply special ability in the law and is 
objectionable as the representation of 
a specialty, which is considered another 
form of advertising. With limited ex- 
ceptions, a statement by a lawyer of a 
special competence has been condemned 
because it is misleading to the public. 
Since legal specialties have not been de- 
fined with reasonable certainty, and 
minimum standards have not been 
established for specialized practice, there 
are no safeguards to protect the layman 
from the incompetent self-professed legal 
specialist... 

The proposed Code quotes from 63 
Harvard Law Review 1457 that a 
lawyer-CPA engaging in the joint prac- 
tice of law and accounting occupies a 
“schizophrenic position as a lawyer with a 
duty of loyalty to his client and as a 
CPA with a duty of impartiality. The 
clash in functions could appear in litiga- 
tion where the attorney's privilege to 
refuse to reveal a client’s communica- 
tions might be incompatible with the 
need to examine him in his capacity as 
CPA about the facts on which he rested 
his purportedly impartial certification.” 


The proposed ban 


The proposed Code then lays down 
the flat rule, “if the individual shall 


choose to practice law, then he may not 
at the same time hold himself out to his 
clients or to the public as qualified to 
serve as a certified public accountant. 
To avoid any misunderstanding on the 
part of the public, he shall make no 
reference, either in public or in com- 
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munications with clients, to any degree 
signifying proficiency in accounting held 
by him or to the fact that he might be 
privileged under different circumstances 
to serve as a certified public accountant. 

“If the individual shall choose to act 
as a certified public accountant, then he 
may not at the same time hold himself 
out to his clients or to the public as 
quaiified to practice law. To avoid any 
misunderstanding on the part of the 
public, he shall make no reference, either 
in public or in communications with 
clients, to any law degree held by him 
or to the fact that he might be privileged 
under different circumstances to practice 
law. 

“The individual possessing such dual 
qualifications shall not permit reference 
to be made to his qualifications to prac- 
tice the profession in which he is not 
then engaged in connection with the 
publication, distribution or advertising 
of any book or article written by him, or 
in connection with his appearance as a 
speaker at any time.” 

The publication of this proposed Code 
has caused considerable comment, and 
already there seems to be developing 
characteristic attitudes toward the rules, 
particularly that limiting dual practice. 
As representative of the general attitudes 
we present some comments by dually 
qualified men with whom the editors 
have discussed the proposed Code. 


Specialization 

CPA-lawyers are quick to point out 
that they are not “incompetent” or “self- 
professed” specialists who have adopted 
a meaningless title; the CPA certificate 
is granted only after long education and 
experience which necessarily trains a 
man in the principles underlying much 
of the tax law. As many of the dual 
practitioners see it the lawyer-CPA has 
developed in response to a need for 
people at home in both fields and in 
the absence of any other recognized way 
to achieve a specialty. The problem of 
specialization in the law is an old one, 
made pressing in the income tax field 
because it is a large, growing and lucra- 
tive one. 

Donald G. Corley, of Jackson, Mich- 
igan, (a lawyer, not a certified public ac- 
countant) told us that in his opinion, 
“To say that the profession is not ready 
to make a change nor is a change neces- 
sary, is to bury one’s head in the sand as 
progress is made by the other professions. 
The American Medical Association has 
had specialists and specialty societies for 
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years. These societies require written 
and oral examinations as a pre-requisite 
to membership and encourage the addi- 
tional study and training of their mem- 
bers. 

“The opinion that the profession is 
not ready for specialization is apparent- 
ly based on the premise that the ethical 
standards of our profession are of such 
a nature that one attorney has not only 
the prerogative but the duty to accept 
the employment of all comers regardless 
of who referred them or the purpose for 
which they were originally referred. 

“Upon graduation from law school, 
I was employed in the Chief Counsel's 
office of the Internal Revenue Service 
where I worked on suits for refunds, 
suits involving collection problems and 
the trial of cases in the United States 
Tax Court. All of my time was devoted 
I have been in 
private practice I have continued to 
specialize in tax law. If an individual 
comes to me for a divorce, I feel a duty 


to tax law and since 


to refer that person to a lawyer who is 
more familiar and qualified to handle 
the divorce than I am. In my 
opinion, as a lawyer, I feel my duty to 


case 


the public and to my clients is to see 
that they have the best possible repre- 
sentation for their ‘day in court.’ I also 
feel this is my duty as an ethical member 
of the legal profession. 

“In the layman’s eyes, every lawyer 
knows everything there is to know about 
all phases of law. Lawyers know this is 
far from the truth and, more important, 
the Bar associations know this misconcep- 
tion exists. Bar associations are not only 
aware of the misconception, but ap- 
parently want to enlarge upon it. To say 
a lawyer has a duty to accept every type 
of legal work presented is, in my mind, 
encouraging the unethical practice of 
law.” 


CPA not necessarily expert 


John T. Higgins of Greensboro, North 
Carolina, put his finger on the exact 
point in calling attention to the fact that 
the mere possession by a lawyer of the 
CPA certificate is not an indication of 
competence. As he sees it, competence is 
developed not by training and qualifica- 
tion in the two professions, but by a life- 
time of service. “Until an area of com- 
bined legal and accounting proficiency 
can be adequately defined to warrant the 
establishment of specific and _ inde- 
pendent qualifications for its practice, 
only harm can be produced to the public 
by the suggestion, through dual designa- 
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tion of qualifications, that such pro- 
ficiency exists.” 

A good many of those qualified in 
both fields commented that few attempt 
to practice in both and usually add the 
observation that few lawyers attempt to 
practice in all branches of the law or few 
accountants to be expert in all the areas 
in that one profession. Perhaps because 
most do stick mainly to one profession 
there is less hostility to the proposals 
that practice be restricted to one, though 
the proposal that reference to the other 
qualification be forbidden is widely dis- 
approved. 

Jackson Boughner, Chicago attorney- 
CPA, long an editor of THE JOURNAL OF 
TAXATION says, “I feel very strongly that 
a man who is both a lawyer and a CPA 
should select which profession he is going 
to practice and stick to it. You cannot 
practice either profession efficiently un- 
less you devote full time to it. How- 
ever, I disagree with that portion of the 
Code which would prohibit such an 
individual from publishing the fact that 
he holds degrees in both professions. If, 
for example, he is a lawyer, I don’t think 
he should hold out to the public that he 
can perform accounting work, but I see 
nothing wrong in letting the public 
know that he is a CPA. The Code as 
presently proposed in this respect could 
create serious problems. 

“Thus, what if one of my clients asked 
me whether I held a CPA certificate? If 
I said “Yes,” I would be in direct viola- 
tion of the Code. If I said “No,” I would 
not be telling the truth. For this reason, 
I think that the Code as presently drawn 
goes too far, and I would permit a per- 
son to reveal his degree, but would not 
permit him to indicate to the public that 
he was ready to practice both profes- 
sions. 

Henry G. Burke of Baltimore, writes, 
“In dealing with the problem of per- 
mitting one profession to act as » *eder 
for the other, we are approaching very 
close to basic problems of professional 
ethics. Fee splitting, ambulance chasing, 
and solicitation of business are outright 
violations of ethical canons, but where 
the feeding arises out of the disclosure 
of the qualifications of the individual, 
are we violating basic rules of profes- 
sional or ethical conduct? Does the law- 
yer who mentions his church affiliation 
or country club membership consider 
that he is overstepping the bounds and 
trying to feed his practice? If disclosing 
facts about one’s previous training or 
experience is a sin because it may serve 


to feed business into one’s office, the 
former state’s attorney or former city 
solicitor should refrain from mentioning 
his prior position as it may induce the 
hearer to engage his services. Can we, 
through our professional organizations, 
deal with more or less explicit arrange. 
ments which may exist between a lawyer 
and an insurance agent for the recom- 
mendation of clients and customers on 
a mutual basis? Is the habitual referral 
between a law office and an accounting 
office without overlapping members a 
sound, ethical practice? Does the lawyer, 
who uses his directorship in a bank or 
his political position as a feeder for his 
professional work, violate any existing 
ethical code? Is the reader of a tax 
journal of other professional magazine 
corrupted and deceived by being in- 
formed that thé*author is both a lawyer 
and an accountant? Are we living in a 
world in which the level of professional 
conduct is so high that it is important to 
prevent individuals from fully revealing 
their qualifications in their private and 
public relations?” 


Difficulty of maintaining skills 

Theodore Propp of New York City, 
while he has a CPA certificate, practices 
law exclusively and believes, “The bur- 
dens of joint practice make it difficult to 
maintain skills in both professions, but 
I do not agree that joint practice should 
be prohibited. Admittedly, joint prac- 
tice increases the opportunity for using 
one profession as a feeder for the other, 
and may lend itself to unethical adver- 
tisement of skills in a non-recognized 
specialty; the increased opportunity for 
unethical practices, however, does not 
warrant prohibition per se of joint prac 
tice. 

“Certainly, it is possible to practice 
both professions honorably, without us- 
ing one as a “feeder” for the other, and 
without misleading lay persons as to the 
qualifications of the practitioner. Indeed, 
as to the latter point, the layman is less 
likely to be misled (although he may be 
favorably impressed) if he brings his 
problem, particularly a tax problem, to 
a man who has fulfilled the stringent re- 
quirements for a license to practice law 
and a license to practice as a Certified 
Public Accountant. 

“Furthermore, I do not believe that 
the evils of solicitation, advertising, and 
representation of conflicting interests 
will be significantly minimized by a pro- 
hibition of joint practice by men whose 
attainments in two professions warrant 
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the inference that they are singularly de- 
voted to the service of their clients, and 
have sought to increase their skill in 
dealing with the increased complexity of 
their clients’ affairs by the wholly ethical 
route of study and hard work. The effect 
of the ABA committee proposal would 
be to deprive the clients of joint practi- 
tioners of the benefits of professional 
versatility, regardless of whether or not 
the professional man involved has ad- 
hered strictly to ethical practices. Such a 
result is unfair both to the professional 
man and to the public. If we direct our 
censure at the actual wrongdoers rather 
than the potential wrongdoers, particu- 
larly in the areas of solicitation and un- 
authorized practice, we will accomplish 
far more good than by attacking all 
joint practice by lawyer-CPAs.” 


Conflict of interest? 

Few dual practitioners see any real 
danger of a conflict of interest. Paul 
Sage, lawyer and CPA in New York 
City, writes that the function of the 
lawyer as an advocate should not be “in- 
consistent with the status of the account- 
ant as an impartial finder of fact. Many 
dual practitioners serve one group of 
clients as accountant and another as at- 
torney, and need not necessarily practice 
in both areas for the same client simul- 
taneously. When they do so, it cannot 
be said that conflict of position is a 
normal consequence. Should that danger 
arise, it is the responsibility of the dual 
practitioner to abdicate either or both 
capacities, 2~ ethical propricty may re- 
quire. We expect the attorney to refrain 
from trying a case in which it appears he 
might be called upon as a_ witness. 
Should we not extend the same con- 
fidence to the attorney-CPA? 

“In addition, the proposed rules con- 
stitute a serious threat to the public in- 
terest. Adoption of the Code would 
naturally result in the widespread aban- 
donment of the joint study of account- 
ancy and law. As a consequence, both 
professions would be narrowed rather 
than broadened. The hard-pressed small 
businessman would lose the efficient 
service of the dual practitioner.” 


Unfair to the lawyer-CPA 


A concrete example of the narrowing 
of the education of practitioners came to 
us in a letter from two law school stu- 
dents who felt that the proposal of a 
limitation on dual practice causes them 
to doubt the wisdom of their carrying 
out plans to study accountancy after they 


complete law school. Charles G. Kopp 
and joseph T. Vodnoy, both law review 
students at the University of Pennsyl- 
vania Law School write, ‘““We protest the 
proposed rule against a man’s making it 
known to the public that he is both a 
CPA and and a member of the Bar. 

“Our most immediate ‘interest lies in 
the fact that we have been planning for 
the past six years to do exactly what is 
to be condemned. Since we are primarily 
interested in a tax practice, we have 
planned to gain the best possible train- 
ing, namely an LL.B. degree and a CPA 
certificate. Our program would be to 
enter the accounting field upon gradua- 
tion from law school and gain the CPA 
certificate. If obtaining a CPA certificate 
is going to be a wasted effort, our in- 
centive to go on in accounting is drastic- 
ally discouraged. It seems quite unfair 
to us to be faced with this proposed rule 
in light of our planning for the past six 
years. 

“There are more general grounds for 
objecting to this proposed rule. Few 
young people will enter both fields and 
the qualifications of individuals handl- 
ing intricate tax problems is bound to 
suffer in years to come. The proposal 
clearly discriminates against persons who 
have put many years of effort in achiev- 
ing their preferred position and favors 
those who did not. The rule would 
present endless problems of enforcement, 
if effective enforcement is possible at 
all.” 

A lawyer-CPA now serving as Assistant 
Tax Manager for Lockheed Aircraft 
Corp., F. R. Kupfer, touches on both 
the unfairness to the dually qualified in- 
dividual and the need of the taxpayer. 
Mr. Kupfer says he would be “reluctant 
to have the responsible groups in both 
professions adopt what appears to me to 
be restricting and unfair limitations on 
the right of an individual to make the 
best possible living for himself in an 
area where he has spent more than the 
normal number of years and effort to 
acquire all the skills that he deems neces- 
sary to do an outstanding job for the 
general public. 

“It seems to me to be an oversight on 
the part of the committee to fail to 
recognize that there exists a common 
ground on which the combined talents, 
acquired by means of education in both 
accounting and law, can be profitably 
employed. I would certainly agree that 
in the general practice of accounting 
there is not great need of a legal training 
other than that acquired as an incident 
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of accounting education, nor in the gen- 
eral education of the lawyer is there 
great need for the specialized training of 
an accountant. Further, the relation of 
the client with his lawyer is obviously 
greatly different from the relation of the 
independent accountant with his client. 
If the committee were dealing with 
people in the general practice of the two 
professions I would find little disagree- 
ment with their general conclusions, but 
I presently feel that the acquisition of 
the dual skills is almost mandatory in 
the specialized area of taxation.” 

It is apparent that through all these 
comments there is the feeling that the 
proposed Code is basically a refusal to 
recognize that, like it or not, a third pro- 
fession has developed and that in tax 
work the lawyer-CPA is more competent 
than one trained either as a lawyer or 
as a CPA. While the mere possession of 
extra training is not a proof of compe- 
tence, as they see it, the fact that the 
training is long and arduous would in- 
dicate such character and capacity that 
competence should almost always be 
achieved. BA 


NSPA course for IRS exam 


A COURSE OF sTUDY to prepare for the 
June 24-25 Treasury examination for 
special enrollment was begun April 15 
by the National Society of Public Ac- 
countants.. The course consists of seven- 
teen assignments covering the topics the 
Treasury has announced will be within 
the scope of its examination, as reported 
in these columns last month (10 JTAX 
287). The course costs $35 and is open 
to members of the Society only. The 
student completes each assignment and 
it is mailed to the society for grading 
and then returned to him, ¥ 


Detroit Bar Honors Judge 


Tue TAXATION SEcTION of the State Bar 
of Michigan held a dinner in Detroit, 
April 20, in honor of the Tax Court 
judge presiding at the Calendar Call for 
the Detroit area that day. The Section 
had sponsored a similar dinner last year 
and its success led them to plan to make 
it an annual event. The Taxation Sec- 
tion Committee of the Detroit Bar As- 
sociation joined as sponsor. The presid- 
ing judge spoke to members of the tax 
bar and their guests, which included 
representatives of the Chief Counsel’s 
office and the Tax Court. 
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Temporary extension of 
Federal Unemployment law 


Tue TEMPORARY UNEMPLOYMENT Com- 
pensation Act of 1958 (H.R. 5640) was 
signed into law by President Eisenhower 
on March 31. 

Under the Federal program, the addi- 
tional jobless benefits would have ex- 
pired on March 31, but the additional 
benefits will now be available until June 
30. Unemployed individuals who have 
exhausted their benefit rights under state 
unemployment insurance laws may be 
paid benefits under the Federal program 
equal to 50%, of state benefits. 

It is estimated that this temporary ex- 
tension will enable 405,000 unemployed 
individuals to receive approximately 
$78,000,000 in unemployment benefits. * 


May combine W-2 with SS 


RECENTLY DANA LATHAM, Commissioner 
of Internal Revenue, appeared before 
the House Sub-Committee on Appropria- 
tions to discuss Federal tax policy and 
administration. Twice during his appear- 
ance he mentioned that studies continue 
to be made looking toward the elimina- 
tion of the quarterly Social Security re- 
turns and the use of the annual with- 
He stated, 
“The problem, however, of being able 
to combine the filing of the social se- 
curity with the W-2’s and having them 
sorted in one agency and checked in one 


holding statement instead. 


agency instead of our present practice 
which, as you know, is to keep the W-2 
and send on the schedule from the em- 
ployer’s 941 return showing the social 
security is still being worked on. Our 
dividing point there has been primarily 
the question as to the cost of the whole 
operation in case it were carried on by 
Social Security, which has been the sug- 
gestion. They jealously, and naturally so, 
guard their trust fund. 

“That is still in contemplation. I hope 
within this vear that we can work some- 
thing out. 

“The primary benefit of it, we feel 
would be not so much of a saving to 
either the Internal Revenue Service or 
Social Security, but it would be an im- 
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mense saving to the employers of the 
country.” 

In answer to a question from Mr. 
John R. Pillion, subcommittee member 
from New York, Commissioner Latham 
continued, “Getting to the number of 
returns and the dates, I mentioned this 
morning that one of the areas we are ex- 
ploring is combining the 941 that the 
employer files with the W-2’s plus refer- 
ence to the old-age and social security, 
to make that one return a year instead 
of four. That would cut down I do not 
know how million returns. It 
would not be so much of a savings per- 
haps to the Government agencies but 
probably the estimates show it would 
save $20 million to the employers in the 
returns they have to file.” * 


many 


Changes in state UI laws 


VERMONT: For 12 months beginning 
July 1, 1959 the maximum weekly unem- 
ployment insurance benefit amount pay- 
able to an unemployed individual in the 
State of Vermont will be raised from 
the current $28 maximum to $36 week- 
ly. 

Beginning July 1, 1960 the maximum 
weekly benefit amount will be computed 
as l% of the average weekly wage of ail 
workers covered under the Vermont 
Law. This computation will be made 
annually. 


Kansas 


The Kansas Unemployment Insurance 
Law was recently changed, effective 
April 5, 1959, to provide for an increase 
in the minimum weekly benefit amount 
payable to unemployed claimants. The 
previous $5 minimum was raised to $10. 
At the same time the maximum dura- 
tion of benefits payable to an unem- 
ployed individual was raised from 20 
times the weekly benefit amount to 26 
times the weekly benefit amount. 

The disqualification in connection 
with voluntary quits, misconduct, and 
failure to accept suitable work was 
changed to a uniform 6 weeks. Formerly 
the disqualification period ran from 1 
to 9 weeks. The section of the law 
which provided for a reduction of un- 


employment insurance benefits on. ac. 
count of Federal Old Age benefits re. 
ceived by the claimant has been deleted, 
Voluntary contributions which em- 
ployers were allowed to make into the 
Kansas Unemployment Fund could be 
made only during the 30 day period im. 
mediately following the mailing date of 
the Employer’s Experience Rating No- 
tice. The law was amended to add a 
proviso to this section wherein it states 
no voluntary contribution may be made 
after the expiration of 120 days after the 
beginning of the calendar year. 


New Hampshire 


The New Hampshire Unemployment 
Insurance Law was changed effective 
April 1 to provide that the weekly bene. 
fits payable to.an unemployed individ. 
ual would be a minimum of $10 and a 
maximum of $38. These benefits former- 
ly ranged from a minimum of $9 to a 
maximum of $32 weekly. 

Effective May 31 an individual who is 
disqualified under the unemployment 
insurance law on account of voluntary 
leaving of employment without good 
cause may have his disqualification lifted 
if he returns to work for a period of 
three weeks. Prior to this change in the 
law the disqualification could have been 
lifted by returning to work for only one 
week. 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replies should 
also be sent to this address. 











GEORGIA Bookkeeping & Tax Service 
practice, present gross $17,000. Expand- 


ing market in town of 10,000. Price 
$15,000; minimum down, $2,500. Box 
151. 


Young attorney, three years general ex- 
perience. Accounting background, grad- 
uate law school course in Federal taxes. 
Seeks tax law opportunity. Box 152. 


USE OUR 34th. or 42nd. ST. ADDRESS 
AND TELEPHONE NUMBER AS 
YOUR N. Y. OFFICE for receiving mes- 
sages and mail. Courteous, efficient serv- 
ice. WI 7-2465. 
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UMULATIVE INDEX TO CURRENT TAX LITERATURE 


Clearing House (Chicago, 1958), 56pp 


“his cumulative index of all significant current practical lax material 


published monthly. It covers books, periodicals and pamphlets pub- 


shed during the past four to six months (including The Journal of 


axalion). It includes a subject index; index to cases, Rulings and 


ode sections; author index, and will in January and July include a 


| of names and addresses of all publishers whose material is in- 


xed. References which are removed after six months will ultimately 


» published in pamphlet form, cumulating for several years. 


NERAL—BOOKS 
vin J W ed., 1958 Major Tax Plan- 
ning, Matthew Bender Co., (Albany, 
i958) $14.50. Papers delivered at the 
‘University of Southern. California 
School of Law Annual Institute on 
S¥ederal Taxation. , 
tkin S A & Beck D, Tax Avoidance 
vs. Tax Evasion, The Ronald Press 
Co. (New York, 1958), 220pp, $10 
($8.50 on subscription) (Tax Prac- 
‘titioners Library). Features charts of 
avoidance techniques litigated and 
findings. 
pizman, R S, Arms Length Trans- 
actions. The Ronald Press Co., (New 
York, 1958) 169pp. $10.00. (Tax 
Practitioners Library). Features 
‘charts setting forth taxpayer's argu- 
ments in each case opposite the find- 
ing 
omen R S, Sound Business Purpose, 
The Ronald Press Co. (New York, 
1958), $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
Staxpayer’s arguments in each case 
‘opposite the finding. 
shon J J, Ed., Working with the Rev- 
enue Code-1958, American Institute of 
‘PAs (New York, 1958), 238pp. Com- 
ments, brought up to date from 
Journal of Accountancy Tax Clinic 
1954-1953. 





Montgomery’s Federal Taxes, The Ron- 
ald Press Co. (New York, 1958), 
1300pp, $25.00. Clear and concise ex- 
planation by taxpayers of national 
CPA form for business managers and 
investors as well as professional tax 
men 

Musselman R, Alexander's Federal Tax 
Handbook, The Michie Co. (Char- 
lottesville, 1958) 126lpp. $20.00 

Rabkin & Johnson, Current Legal 
Forms with Tax Analysis, Matthew 
Bender & Co., (New York) 4 vol., 
(loose-leaf) $75. Legal forms, with 
special emphasis upon the alternatives 
dictated by tax saving opportunities; 
covers partnerships, employment and 
compensation, corporate organization, 
sale of goods, business and stock sales, 
credit and finance, estate plans, wills 
and will clauses, husband and wife, 
trusts, charities. 

Summa, D J, Assignment of Income, 
The Ronald Press Co. (New York, 
1958), 131pp, $10 ($8.50 on subscrip- 
tion) (Tax Practitioners Library) 
charts of justification of attempted 
assignments and findings 

1958's Major Income Tax Act—Law 
and Explanation, Commerce Clearing 
House (Chicago, 1958), 128pp, $1.50 

Corporation 1959 Filled-in Tax Return 
Forms for 1958 Income, Commerce 


Individual’s 1959 Filled-in Tax Return 


Forms for 1958 Income, Commerce 
Clearing House (Chicago, 1958), 
48pp $1.00 


Federal Taxes 1959, Commerce Clearing 
House (Chicago, 1958), 1,248pp $17.50 

Taz Ideas Manual, Prentice-Hall, (En- 
glewood Cliffs) 1958, 1280pp 

indexes 

Consolidated Index to proceedings of 
New York University Institute on 
Federal Taxation, 5th through 16th. 
Banks and Company, (Albany, 1958), 
541pp. 

Cumulative Index 1948-1958 Tax In- 
stitutes University of Southern Cali- 
fornia School of Law on Major Tax 
Planning, Banks and Company, (Al- 
bany, 1959). 


ACCOUNTING—BOOKS 


Greenfield H & Griesinger F K, Sale- 
Leasebacks and Leasing in Real Estate 
and Equipment Transactions, Mce- 
Graw-Hill (New York, 1958), 107pp, 
$15.00. Business, tax, legal and ac- 
counting factors analyzed 

Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Stanley, New Rapid Tax Depreciation: 
How to Use It Profitably, Prentice- 
Hall (Englewood Cliffs) 


ACCOUNTING—ARTICLES 


Development of controversy among ac- 
countants over allocation of income 
taxes to different periods to match 
treatment of related income or ex- 
pense, McPhee A V, 6AYoungJ1, Oct 
58, llpp 

IRS errs in position that cancellation 
of a leasehold produces ordinary in- 
come if property has been sublet; Tax 
Court decision in Metropolitan Build- 
ings analyzed, criticized, Rubin R, 
10JTAX334, June59, 3pp 

Summary of IRS position on leases with 
option to buy, Schaff D, 27Control70, 
Feb59, 2pp 

change of method 

Analysis, criticism of proposed Regula- 


tions especially adjustments required 
of taxpayers with inventories who 
erroneously used the cash basis. Shan- 
non G F 10JTAX94, Feb59, 4pp 

reserves 

Supreme Court, which has granted certi- 
orari on dealer’s reserve cases, should 
find withheld amounts are properly 
accounted for as income only when 
available, 34NYULR315, Feb59, 8pp 

tax benefit rule 

Tax saved by deduction is not added to 
tax in year of recovery; income must 
be increased, 10JTAX337, Apr59, lp 


ALIMONY 


IRS announces it will separate identifi- 
able child support from alimony, 10 
JTAX184, Mar59, 1p 


ANNUITIES 


Intra-family sale of assets for an an- 
nuity seen as saving tax; income, 
estate, gift tax treatment of each 
party analyzed, McGiveran B S & 
Lynch W_ B, 18CLUJ14, Winter58, 
12pp; 10JTAX322, June59, 5pp 


AUTHORS 


Author has few specific tax advantages 
but cases show some success in 
spreading burden, translating income 
into capital gain, Bierman J D, 1957 
SymPrinceTaxIns95, 22pp 

How to spread author’s income back as 
well as forward, Gelband J F, 10 
JTAX105, Feb59, 4pp 


CAPITAL GAINS ANP LOSSES 


What ‘s sale? Cases . cancellations, 
ex .inguishments, ¢-"” * & analyzed, 
Levy P A, 10JTA 4ar59, 5pp 


COLLECTION OF T’ *y, 

liens 

Summary of ABA recommendations for 
legislative changes, Baldinger M Il, 
26JBADCo1142, April59, 5pp 

ABA recommends changes in priority 
of Federal tax liens, 10JTAX228, Apr 
59, 3pp 

transferee liability 

Common business transactions in which 





TAX COURT DIGEST 


13 Volumes — Fully Complete — THE “EASY TO USE” SET 





Now Available: 1958 P. P. Tax Court Digest — $40 


Six TCD Bi-Monthly Reports through 4-30-58 — $10 


The Complete Table of Cases 
The Index Volume which contains Digest Topics, 
Analysis Topics and a Word Index 


Price $225.00 


The Tax Court Digest alphabetical subject arrangement makes the set self-indexing. 
In addition there are two well prepared research aids: 


Terms if desired 


You may rent the use of the set for $7.50 per month. 


THE BOBBS-MERRILL COMPANY, INC. 


730 N. Meridian Street 


Indianapolis 7, Indiana 








transferee liability may arise and sug- 
gestions on limiting it; liquidation 
distributions to stockholders; liabili- 
ties assumed on purchasing a busi- 
ness; gifts and transfers at less than 
adequate consideration. Status of heirs 
and life insurance beneficiaries, Kern 
G, 39LRB&MJ42, Oct-Dec58, 5pp 

Criticism of Stern case as inconsistent 
with uniformity of tax law by making 
result depend on state law, 27GWash 
LR142, Oct58, 5pp 


COMPENSATION 


Explanation of the spreadback for long 
term services compensated in large 
part in one year; law, rulings, cases, 
Bonagura R F, 107JAccount57, Mar 
59, 6pp 

Summary of tax aspects of deferred 
compensation agreements; outline of 
nature of qualified plans, Hamblen L 
W, 4PracLaw58, No. 7, Nov58, 1l5pp 

Survey of typical provisions in employee 
savings and investment plans; tax 
aspects covered briefly, Harvey W N, 
98Tr&Est92, Mar59, 3pp 

Popular forms of deferred compensation, 
capital gain opportunities through 
stock options and handling reimbursed 
expenses. Practical, refers to SEC, 
other legal problems, Mirandy S F, 
40LRB&MJ50, 138pp 

Unqualified plan for deferred compen- 
sation is best if unfunded; should 
include real contingencies, Pomeroy 
H, 10JTAX110, Feb59, 2pp 

Practical questions and answers on 
what to include in an insured de- 
ferred compensation agreement, 
Thornburg J F, 10JTAX171, Marbd9, 


4pp 

Pittsburgh Consolidation Coal’s phantom 
stock compensation plan analyzed. De- 
cision in stockholder suit holding it 
unreasonable compensation approved. 
Courts seen as ending hesitancy about 
reviewing compensation agreements, 
28CinLR&t, Winter59, 6pp 


CORPORATIONS—BOOKS 


Anthoine R, Corporate Tax Election to 
Pass Income and Loss to Shareholders, 
Practicing Law Institute (New York, 
1958) 44pp, $2. Analysis by 11 
lawyers presented at October 1958 
forum, as revised by the editor 

Anthoine R & Stinson G, Taz-free Ex- 
changes, Practicing Law Institute 
(New York, Rev. 1959) 118pp. $2 

Holland, Daniel M, The Income-Tax 
Burden on_ Stockholders, Princeton 
University Press (Princeton, 1958), 
241pp, $5.00. 

Surrey S S, Income Tax Problems of 
Corporations and Shareholders, ‘The 
American Law Institute (Philadelphia, 
1958) 74pp. This annual report of 
the American Law Institute tax pro- 
ject sets out the current tentative 
views of the ALI tax staff on changes 
that are needed in taxation of corpo- 
rate distributions, terminations, re- 
organizations, loss-carryovers, multi- 
ple corporations, attribution rules, 
debt financing. 

Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 
261pp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 


CORPORATIONS—ARTICLES 

accumulated earnings tax 

Tests applied by courts in determining 
reasonable needs; leading cases col- 
lected, Wallick R D, 4PracLaw31, No. 
7, Nov58, 15pp 

buy-sell agreements 

Practical summary of the tax status of 
a corporate buy-sell agreement for a 
small business today, Buschmann Jr., 

S & Carr Jr., J R, 45ABAJ292, 

Mar59, 3pp 

close 

Cases on use of corporate property by 
stockholder collected; value treated as 
compensation, dividends or gift, 11 
AlaLR193, Fall58, 5pp 

collapsible 

Mills Committee advisory group pro- 
posals, as revised, present funda- 
mentally new rules very wide in scope 
and uncoordinated. Rejection and 
further study urged, Sugarman N A, 
10JTAX273, May59, 4pp 

Regulations analyzed, criticized as un- 
warranted, Wilkins T M TulTaxInst 
511, 1958, 29pp 

electing to tax income to owners 

Distributions by electing corporations 
need careful control, Alkire D L, 10 
JTAX132, Mar59, 1p 

Exposition of the law, rulings (prior to 


proposed Regulations) pointing out 
uncertainties and ambiguities likely to 
result in litigation. Scholarly, exten- 
sively footnoted to legislative history, 
Anthoine R, 58ColLR1146, Dec58, 50pp 

Accounting options of new corporation 
reason for incorporating partnership 
and electing, Butler S D, 10JTAX134, 
Mar59, Ip 

Consideration of advantages and dis- 
advantages, Eidenberg N, 29NYCPA 
266, Apr59, 8pp 

Law summarized, Hayden M F, 22Conn 
CPA7, Mar59, 5pp 

Advantages and disadvantages of an 
election; proposed Regulations an- 
alyzed, criticized, Mickey P F & Wal- 
lick R D, 10JTAX268, May59, 6pp 

List of danger spots and IRS interpreta- 
tion as shown by proposed regula- 
tions, Peel F W, 10JTAX357, June59, 


p 

Analysis, with examples, of application 
of Subchapter S; pitfalls indicated, 
Roberts S I and Alpert H H, 10J TAX 
2 Jan59, lipp 

Notes on some problems; special atten- 
tion to computation of earnings and 
profits and undistributed income after 
a series of cash and property divi- 
dends, 72HarvLR710, Feb59, 15pp 

Short survey with particular reference 
to depletion problems, 800&GGTaxQ 
117, Jan59, 5pp 

Summary of law; consideration of inter- 
relation with other sections, especially 
collapsibles, liquidations, thin incor- 
poration 33StJLR187, Dec58, 21pp; 
reprinted in part, 10JTAX223, Apr 
59, 2pp 

Summary of rulings by various states 
on effect of election on state tax, 37 
Taxes165, Feb59, 2pp 

formation 

Problems in choosing structure; practi- 
cal, thoughtful, comprehensive; cita- 
tions to cases and articles, Hellerstein 
J R TulTaxInst416, 1958, 32pp 

redemptions 

After redemption (at reported tax 
value) of close corp. stock to pay 
estate tax (Sec. 303) estate agrees to 
higher estate tax value. What does it 
owe corp? Should more stock be re- 
deemed? Beyond 303 limits? At what 
price? Brief but cogent, Bachrach J, 
107J Account78, March59, 2pp 

Mills Group proposals for changes in 
law analyzed, Donaldson J B & 
Hobbet R, 10JTAX222, Apr59, 2pp 

Explanation, in general terms, of the 
taxation of redemptions, Macy J, 
211ICPA25, Spring59, 9pp 

Was the Tax Court in Zipp and Holsey 
groping toward a new theory that 
redemption of one shareholder’s stock 
is a change in interests of others 
which is taxable? Cases on nature of 
income indicate such a theory could 
be upheld; such income would be capi- 
tal, not dividend, Singer A M, 38 
OregLR1, Dec58, 32pp 

Holsey decision disapproved; courts 
should consider motives in redemp- 
tion to prevent avoidance in close 
corporations, 12VandLRev505, March 
59, 8pp 

IRS concession that remaining stock- 
holders don’t realize income approved 
as in accordance with both constitu- 
tional concept of income and policy of 
taxing at realization, 28CinLR93, 
Winter59, 6pp 

reorganization 

Transfers to a controlled corporation; 
legislative history, leading cases an- 
alyzed, footnoted to cases and litera- 
ture; article is a chapter from forth- 
coming book, Bittker B I, 1959Wash 
ULQI1, Feb59, 36pp 

Tax problems in buying and selling cor- 
porate business; interests of cach 
party; tax-free acquisitions; non-tax 
problems. Extensively footnoted to 
eases and literature. Colborn T R et 
al, 10 WesternRLR123, Jan59, 39pp 

Methods of achieving a tax free acquisi- 
sition of all the assets of a less-than- 
wholly-owned-subsidiary. Donnelly T 
J, 37Taxes203, Mar59, 6pp 

Meaning of “in pursuance of the plan 
of reorganization” in legislative his- 
tory, cases, Regulations and rulings. 
Despite narrow definition in Regula- 
tions it has been interpreted as in- 
cluding transactions not defined as re- 
organizations but germane to the 
business of one party or effectine a 
readjustment of interests. Develop- 
ment of this concept would, author 
says, make business purpose test un- 
necessary and would clarify boot and 
liquidation transactions connected 
with defined reorganizations. Foot- 
noted to literature and recent pro- 
posals for legislation. Manning E, 72 
HarvLR881, Mar59, 37pp 


Law and proposed revisions in treat- 
ment of debt in corporate amalgama- 
tions; continuity of interest; solely- 
for-stock requirements, Silverman J, 
10JTAX354, Apr59, 3pp 

Legislative history; examples; changes 
in, the 1954 Code; what is an active 
business; consideration of two divisive 
reorganizations in the oil industry, 
80&GTaxQ76, Jan59, 15pp 

Section 1244 stock 

Seen as solution to thin incorporation, 
guaranty, promoter problems, 33St 
JLR172,Dec58, 8pp 

small business investment companies 

Personal holding company ruled ap- 
plicable to SBICs, 10JTAX142, Mar59, 
Ip 

thin 

Tax Court seen as realistic; appellate 
courts too formalistic, Hellerstein J, 

10JTAX88, Feb59, Ip 


COVENANT NOT TO COMPETE 


Tax treatment of both buyer and seller 
of property, 13UMiamiLR218, Winter 


58, 8pp 

Juries should be instructed that per- 
sonal injury damages are not taxable; 
if future earnings are involved in 
claim, jury should be instructed they 
would be taxable. British and Ameri- 
can cases quoted, cited, ABAProceed- 
ings1958,Ins, Neg,&Comp,P209, 1l4pp 

DEDUCTIONS G EXPENSES—BOOKS 

How To Handle Travel and Entertain- 
ment Expenses to Assure Tax De- 
ductions, The Journal of Taxation, 
(New York, 1958), 64pp, $2.00. Prac- 
titioner’s Guide No. 5. 

Wriggens, J C & Gordon, G B, Repairs 
vs. Capital Expenditures, The Ronald 
Press Co. (New York, 1958), 144pp, 
$10 ($8.50 on subscription) (Tax 
Practitioners’ Library). Features 
charts of fact situations and findings 


DEDUCTIONS G EXPENSES—ARTICLES 

Regulations now require capitalization 
of payroll taxes on construction, Hel- 
stein R, 29NYCPA310, Apr59, Ip 

Allowing employee to deduct cost of de- 
fense against rape charge approved; 
cases on criminal costs analyzed, 34 
NotDamL271, Apr59, 6pp 

Legal fees in stockholders’ derivative 
action, charged by court to corpora- 
tion, deductible. Corporate and tax 
law both tending to regard such ex- 
enses as necessary and ordinary, 28 
CinLR118, Winter59, 4pp 

advertising 
reasury plans no change in rules on 
deductions for institutional advertis- 
ing Undersecretary Scribner says, 10 
JTAX217, Apr59, 2pp; similarly 37 
Taxes230, Mar59, 2pp 

medical 

Explanation of 1958 change increasing 
limitation for disabled over 65, Groh 
R, 37Taxes335, Apr59, 4pp 

travel and entertainment 

Is listing on return necessary if a man 
works for two employers and accounts 
to one but not to the other? Helstein 
R, 29NYCPA309, Apr59, Ip 

Summary of law and recent IRS pro- 
nouncements, Powers E L, 10JTAX 
102, Feb59, 3pp 

DEPLETION 


Analysis of recent Supreme Court cases 
on off-shore drilling, strip mining, 
percentage depletion for brick and 
cement. Confusion laid to court’s re- 
fusal to accept many cases and nar- 
row decisions on those it does accept, 
Laughlin, J E, Jr., 11TaxExec136, 
Jan59, 2lpp 


DEPRECIATION—BOOKS 

Brown, E C, Effects of Taxation: De- 
preciation Adjustments for Price 
Changes, Harvard (Cambridge, 1952), 
161pp 


DEPRECIATION—ARTICLES 


No depreciation in year of sale if it 
brings basis below salvage equal to 
proceeds of sale; CPA analyzes im- 
plications, Boydstun F W, 10JTAX 
162, Mar59, 2pp 

Treasury policy since 1954; current cases 
on salvage, useful life, Cerny J F, 
211NCPA37, Spring59, 1lpp 

Salvage, recomputation in year of sale; 
in declining balance method; criticism 
of the IRS positions, Morris W, 39 
LRB&MJ22, Oct-Dec58, Tpp, similarly; 
10JTAX258, May59, 3pp 

Change in useful life concept to use by 
owner seen as required by allowance 
of capital gain on sale though Con- 
gressional intention to change is hard 
to find, 27GWashLR265, Dec58, 5pp 

District court’s Hertz decision disap- 


rules without specific 


Lower court Hertz decision em. 
denies economically desirable raj 
preciation to short-lived 
UPennLR865, Apr59, Tpp 

Treasury may not issue new By 
policy is to stress user's expe: 


JTAX216, Apr59, 2pp 
additional first year 
Law explained, Polisher E N & 
B L, 68DickLR214, Mar59, 5pp 
EARNINGS & PROFITS 


Accountant reviews items include 
outlines method of worki 
book surplus, Skadden D H, uy 
37, Winter58, 10pp; similarly | 


Loss subsequent to distribution 
make distribution not a dividend) 
JAccount84, Feb59, 3pp 


meals, lodging G moving expense 

Cases on business headquarters as 
the Tax Court temporary ye 
definite rule; Peurifoy case 
as not providing answer to y 
questions, 44Cornell LQ270, Win 


pp 
Temporary-indefinite rule unsatisf; 
d IRS definition of home se 
harsh on many trades, 107UPe 


se of deferred compensation, 
averaging, conversion to capital 
to reduce tax on entertainer’s hi 


ESTATES AND GIFTS—BOOKS 


Beveridge J W, Beveridge Law of 
eral Estate and Gift Tazation, 


Lasser Institute J K, Estate Taz! 
niques, Matthew Bender & Co, { 


leaf) $27.50. Written by 46 aut 
Lowndes & Kramer, Federal Hstak 
Gift Taxes, Prentice-Hall, (Engl 


Estate Planning, 
(Englewood Cliffs, N.J., 1958) 
$4.95. Written for the client. 
Spinney W R, Estate Planning 
Reference Outline, 6th Edition, 
Commerce Clearing House, (Che 
1958) 96pp, $1.50 (paper cover) 
ESTATES—ARTICLES 


1958 legislation, the 
Regulations and the important 
cases, Kramer R, 34NYULR2I, 


Executor’s income tax problems ¢ 
cially with distribution; cause ist 
tion under trust rules, Capps 
TulTaxInst40, 1958, 14pp 

Income tax effect of distribution 
corpus during administration; 


alyzed and compared with A 
Group proposals; 
extension of separate share mk 
estates; limitation on installment 
ments; treatment of additional 
ments required by state law 
layed legacies, Casner A J, 


Careful planning of the time of di 


estate itself and beneficiaries and 
different taxable years; rt 
partial distributions may avoil § 
tribution problems if stock is # 


3 
1958 Act explained; installment p 


etc., Polisher E N & A 
DickLR185, Mar59, 10pp 

reliminary notice, Form 104, rf 
if estate exceeds $60,000 shoull 
filed if any likelihood estate will® 
that figure, Tilly V S, 107JAccoutt 


Street decision that nonadversaty # 
bate proceeding does not determ 
widow’s marital deduction crite 

overlooking distinction 

nonadversary and collusive pm 
ings and inapplicability to pm 
decisions. Need for Indiana le 

seen, 34NotDamL195, Apr69, M4 


islative history of the ex 
foreign real estate from estate 
eases construing it; practi 
in use in*estate planning, 
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& Slowinski W A, 98Tr&Est97, Feb59, 
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apprehensive summary written for the 
jient, the property owner; covers 
vifts, life insurance, trusts, Laikin G 





Revigg, 











































































ision STr&Est8, Jan59, 10pp ts 
sirable rap Ay tax rules provide opportunities 
ved or savings in dividing property 


into present and future in- 
thought-provoking compari- 
. with tax advantages of insur- 
e, Lowenhaupt H C, 38TrustB28, 
59, Spp . ’ is 

scussion of typical intra-family trans- 
ers, particularly intervivos, that can 
educe income taxes for the property 
>wner and his family now and in his 
etirement and for the estate and 
eirs after death, Welsch G W, 10 
7TAX144, Mar59, 2pp 

‘line of course at Notre Dame Law 
School, 34NotDamL294, Apr59, Tpp 


CESS PROFITS TAX—BOOKS 


rights 
er’s exp = ‘ 
ner says, 


-EN® 
ar59, Spp 


milarly }qj 


istribution , ; ’ 
a dividentdman, Seidman’s Legislative History 
Pp ¢ Excess Profits Tax Lawa: 1946-1917, 


Prentice-Hall, (Englewood Cliffs) 
9 expenses MRCISE TAXES 


uarters ashiieasury plans no change in rules on 
ary Verulincluding co-operative advertising al- 
y case crii@Mowances in excise tax base, Under- 
wer to umilkecretary Scribner says, 10JTAX217, 


Q270, Wints Apr59, 2pp 


EMPT ORGANIZATIONS—BOOKS 


le unsatisfsd , . 
f home tors’ Offices in Hospital-Financed 
Ss, 107UPemEBuildings, Foundation for Manage- 


ent Research, Inc. (Chicago, 1958), 
Opp. Warning that such offices create 
Jissension among doctors, antagonize 
ossible contributors and endanger 
ax exemptions 


TScCAMREMPT ORGANIZATIONS—ARTICLES 


TAX194, & in exemption letter warns that 
naintenance of a brokerage account 
nay jeopardize exempt status, Man- 
dell H M, 29NYCPA150, Feb59, 1p 
posed Regulations would deny ex- 
mption to “action” organizations, 
imit research exemption unless _re- 
state Taz sults are given to public, 10JTAX351, 
oe on une59, Ip : » hin 

0. al estate multiple listing boards now 
mented, (iiiaxable, 10JTAX381, June59, lp 
by 46 aut iespread use of gifts of remainder in- 
leral Hsta’M@orests may lead to legislation limit- 
fall, (Engkiing deduction, 10JTAX315, May59, 1p 


nsation, ing 


300KS 

ge Law of 
Tazation, 
icago, 19% 


or’ 4 mentributions 
ere x saving in making bargain sales of 
J., 1958) amgeppreciated property to charity, 
» ‘client “TWESchlesinger M R, 10JTAX306, May59, 


pp 

RMERS—BOOKS 

Istead H M, Federal Income Taxation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
129pp, $3.00 


RMERS—ARTICLES 


mature animals eligible for capital 
gain, cases analyzed, caution on 
yrds needed; Lewis case and inven- 


Planning 
h Edition, 
louse, (Chia 
uper cover) 


ation, the 
importart 
NYULR2I3 


problems @mtories of accrual basis farmers ex- 
n: cause istmplained, Bowen W, 10JTAX344, June 
es, Capps 4 4pp ae hoser ct ae: 

4pp s since Lewis limit its application, 


TAX182, Mar59, 2pp 
easury wants law to limit deductibil- 
ity by co-ops of patronage refunds not 


distribution 
istration; re 


neticulously 
with Adwmpin cash, 10JTAX303, May59, Ip 
ect of proM—DREIGN—BOOKS 


e share mk 
installment 
additional 
tate law on 
A J, 38Tn 


amond W H, Foreign Tax and Trade 
Briefs, Matthew Bender & Co., (New 
York) 1 vol., (loose-leaf) $50, in- 
cludes service for one year. The tax 
structure of 71 countries. 

ternational Tax Agreements, Vol. VII, 


tine Columbia University Press, (New 
heh } ini York, 1958) 384pp, $2.50, Classified 
s: pa chronological listing 


sner SI & Allan H J, Federal Taxes 
ond Foreign Investments, Public 
Affairs Press (Washington, 1958) 
lpp, 50c. Easy to read; no citations; 
introductory. 


may avoid g 
' stock is & 
Z, 10JTA 


stallment Wpeio AR, & Uckmar V, The Tax Con- 
“Aaron BLE tions Between the United States 
op and Italy, International Bureau of Fis- 
OP 0 reel cal Documentation, (Amsterdam, 
0.000 should 28), 104pp., $2.50. U.S. lawyer ex- 
estate will rel = application to U.S. tax law; 
- 1073 Accout ogy lawyer, application to Italian 
nadversary pyreREIGN—ARTICLES 


; not deter — 

uction crilitilex incentives to investment abroad and 
inction bel¥®§ possibility of change in law discussed 
yilusive pro in general terms, Mahon J J, 39LRB 
lity to prme® &MJ17, Apr-Jun58, 9pp 

diana legist®Pxplanation of tax on foreign business 
Apr59, 14 § thru WHTC, branch, subsidiary, Miles 
JM, 6AYoungJ22, No. 2, Oct58, 8pp 
the exclusion @?. Boggs urges new tax incentives 
rom estate tm for foreign business, 10JTAX159, 


practical fact os lp 
ning, Creed / 





corporation 

New retroactive Regulation requires 
foreign corporation to file return to 
get dividends-paid credit for personal 
holding company tax, Silverstein, L, 
10JTAX244, Apr59, 2pp. 


income 

New reporting requirements on income 
earned abroad by citizens; explanation 
of U.S. and Canadian tax on U. S. 
citizen working in Canada, Koerner 
W R, 7CanTaxJ43, Jan-Feb59, 4pp 

Boggs bill summarized briefly; some 
first industry reaction quoted, 10 
JTAX160, Mar59, 1p 

Citizens working abroad must now file 
returns, 10JTAX161, Mar59, Ip 

taxes 

Credit unused because of operating loss 
ean be carried over, IRS savs in- 
formally, Helstein R, 29NYCPA311, 
Apr59, Ip 

Western Hemisphere Trading Corp 

Law outlined; sales subsidiaries with 
only tax purpose, little activity, 
warned of danger, Friedman P 
6AYoungJ1, Jul58, 12pp; reprinted in 
27Control125, March59, 8pp 


FRAUD—BOOKS 


Balter, H G, Tax Fraud: What the 
Practitioner Needs to Know to Pro- 
tect His Client, The Journal of Taxa- 
tion, (New York, 1957) 96pp, $2.00. 
Articles originally published in The 
Journal of Tazation, “Practitioners’ 
Guide No. 3.” 


Mortenson, E R, Federal Tax Frand 
Law, Bobbs-Merrill Co., Ine., (In- 
dianapolis, 1958) $12.50. 

FRAUD—ARTICLES 

Practical advice to lawyer handling 


fraud investigations by IRS, Avakian 
S TulTaxInst349, 1958, 23pp 

Misrepresentation to examining agent 
carries criminal penalties to taxpayer 
and adviser under IRC and False 
Statements Statute, Balter H G, 10 
JTAX248, Apr59, 2pp 

Comments and suggestions on handling 
a tax fraud case from opening of in- 
vestiration, Mortenson E R, 37Taxes 
275, Mar59, 14pp 

net worth 

Brief comments on items entering into 
net worth, bank deposit computations 
of income, Smith G A TulTaxInst331, 
1958. 17pp 

GIFT TAX 

1958 changes affecting pension plans, 
Polisher E N & Aaron B L, 63Dick 
LR194, Mar59, 1p 

INCOME—BOOKS 


Lindsay D A & Burford S F, Items of 
Gross Income, Practicing Law Insti- 
tute (New York 1958) 72pp $2.00. An 
exposition of the law, footnoted to 


Code, regulations, cases; covers ex- 
clusions, and income given special tax 
treatment. 

INCOME—ARTICLES 


Development of case and statutory law 
on income arising from cancellation of 
indebtedness; confusion and _ uncer- 
tainty show need for legislative rule. 
Extensively footnoted, Eustice J S, 
14TaxLR225, Jan59, 33pp 

Retirement income explained; examples 
of computation of credit, Gibson G E, 
10JTAX327, June59, 5pp 

Teleservice holding, that contributions to 
capital by customers are income, over- 
rules older cases but probably leaves 
community contributions still not tax- 
able income, 107UPennLR729, Mar59, 
4pp 

Unions seek test case on strike benefits 
in lockout; IRS to request certiorari 
on Kaiser case, 10JTAX326, June59, 


lp 

INSURANCE—BOOKS 

How Federal Taxes Affect Life In- 
surance and Annuities, Commerce 


Clearing House, Inc., (Chicago, 1958) 
96pp, $1.50 


INSURANCE—ARTICLES 
Current developments; taxation of in- 
surance companies; pension plan 


changes; plans for the self-employed; 
estate tax cases re insured stock pur- 
chase agreements; transferee liability, 
ABA Proceedings1958, Ins,Neg,&Comp, 
P143, 26pp 

Does Ducros decision (that stockholders 
don’t have insurable interest in cor- 
porate officer’s life) mean that Tax 
Court is again ignoring corporate en- 
tity? 10JTAX304, May59, 2pp 

Tax Court denial of interest deduction 
on loans prepaying premiums fore- 
shadows trouble for bank-financed in- 
surance plans devised to obtain tax 
advantage, 10JTAX149, Mar59, 2pp 


INVENTORY—BOOKS 


Butters J K, Effects of Taxation: In- 
ventory Accounting and Policies, Har- 
vard (Cambridge, 1949), 330pp 


INVOLUNTARY CONVERSION 


Law, Regulations and cases applicable 
to land condemnation; IRS policy on 
severance damages criticized as un- 
authorized by law, Miller K, 38NebLR 
507, March59, 18pp 

Masser case, treating portion of busi- 
ness property not taken by state as 
involuntarily converted too, though 
correct, should be strictly limited, 57 
MichLR618, Feb59, 5pp 


LOSSES 


= a a & carryover 
Mechanical limitations on loss carryover 
after change in stock ownership can 
produce strange results. Illustration of 
minor variation in price producing 
big change in allowable loss, Hel- 
stein R S, 29NYCPA228, Mar59, 2pp 
Proposals of Mills Advisory Group as 
revised criticized, Teschner P A, 10 
JTAX277, May59, 1p 
small business 
Explanation of Sec. 1244, Polisher E N 
Aaron B L, 63 DickLR202, Mar59, 
12pp 
OIL, GAS AND MINERALS—BOOKS 
Breeding & Burton, Taxation of Oil and 
as Income, Prentice-Hall, (Engle- 
wood Cliffs). 


OIL, GAS AND MINERALS—ARTICLES 


Tax factors in organizing a new oil 
drilling venture: corporation or part- 
nership; Subchapter S election; de- 
duction for intangibles; locked in de- 
pletion, Appleman F B, 10JTAX242, 
Mar59, 2pp 

How typical oil arrangements are taxed 
with and without partnerships; drill- 
ing deal, carried interest deal, net 
profits interest, participating interest, 
interest for services, unitization, as- 
sociations vs. partnership. Analysis 
of Subchapter K as applied to oil and 
gas, examples, Cohn L E enks T 
E, 27GWashLRI1, Oct58, 36pp 

Mineral lease brokers; tax problems, 
especially “‘pool of capital’ concept, 
importance of records, capital gains 
possibilities, Hughes A E TulTaxInst 
244, 1958, 20pp 

Capital gains in minerals; sale, lease, 
assignment income; cases analyzed; 
citations to literature, Jewett R K 
TulTaxInst264, 1958, 37pp 

Survey tax problems of investor; various 
interests explained; cases, IRS posi- 
tion critically analyzed; comprehen- 
sive, clear, Stroud E B TulTaxInst192, 
1958, 54pp 

When and how deduction is allowed for 
worthlessness. Criticism of Treasury 
position on some items seen as invalid, 
Wellen C W and Ryan W M, 10JTAX 
310 May59, 5pp 

Methods of computing cost depletion 
(usually higher than percentage) on 
purchased oil payments that provide 
for interest on the unpaid balance, 
80&GTaxQ67, Jan59, 8pp 

Tax Court held in Keystone Coal that 
mine owner leasing property and de- 
preciable equipment to operator for 
ordinary royalty on tonnage mined 
plus equipment rental also based on 
tonnage must be allowed depreciation 
as well as percentage depletion, other 
eases and rulings analyzed, 80&GTax 
Q93, Jan59, Tpp 

PARTNERSHIPS—BOOKS 

Aronsohn A J B, Partnerships, Prac- 
ticing Law Institute, (New York, Re- 
vised to October 1958) 108 pp, $2.00. 

Little P., Federal Income Taxation of 
Partnerships, Little Brown & Co., 
(Boston, 1952) 469pp, (with 1957 
bound supplement), $25.00. Unfor- 
tunate that this fine text was not 
revised to include the 1954 Code. The 
separate volume makes correlation of 
old and .new. cumbersome. 

Willis, Handbook of Partnership Taxa- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman. of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 

PARTNERS G PARTNERSHIPS— 
ARTICLES 

Advisory Group member explains pro- 
visions needing change and illustrates 
the group’s proposals, McDonald D, 
10JTAX152, Mar59, 3pp 

PATENTS 
Tax treatment of inventors since 1950 
as compared with authors, Bierman 
J D, 1957SymPrinceTaxIns95, 22pp 


PENSION AND PROFIT-SHARING 
PLANS—BOOKS 


Rice L L, Basic Pension and Profit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 

Pension and Profit-Sharing Plana and 
Clauses, Commerce Clearing House, 
(Chicago, 1958) 464pp, $9.00. Clauses 
and complete texts of actual plans. 

PENSION G PROFIT SHARING PLANS— 
ARTICLES 

Trustman gives arguments against al- 
lowing insurance companies to act as 
trustees for plans, Bronston C P, 38 
TrustBll, April59, 9pp 

Bank services for multiemployer plans 
outlined by trustman, Healy J L, 38 
Trust Bul21, Nov58, 8pp 

Thoughtful and penetrating analysis of 
the policies underlying tax-favored de- 
ferred compensation plans; points out 
the undesirable business effect of cur- 
rent law and Regulations; urges ordin- 
ary and necessary test only for deduc- 
tions, limitations of capital gain on 
distribution, correlation of estate and 
income tax on survivorship annuities, 
attention to economic effects of tax- 
free status of trust earning; exten- 
sively footnoted to law and literature, 
Sporn A D, 14TaxLR289, Jan59, 32pp 

Advantages of trusteed over insured 
plans, Warner P A, 38TrustBul28, 
Nov58, 6pp 

PERSONAL—BOOKS 


Casey W J, Mutual Funds and How to 
Use Them, Institute for Business 
Planning, Inc. (New York, 1958), 
215pp, $12.50, Emphasis on family 
and small-corporation financial and 
tax planning 

Vernon W, Vernon LM, & Keebler S E, 
Federal Income Tazation of Individ- 
uals, Committee on Continuing Legal 
Education, (Philadelphia, 1955) 150 
pp, $2.50 

Everyday Tax Planning to Increase the 
Family's Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
144p, $2.95. Practitioner’s Guide No. 
2 


Tax Angles for Homeowners, Commerce 
Clearing House, (Chicago, 1957) 64pp, 
$1.00 


PERSONAL HOLDING COMPANIES 


Original issue discount is probably in- 
terest for purpose of computing PHC 
income, Helstein R S, 29NYCPA232, 
Mar59, Ip 

Recent cases and rulings, Janin HW Tul 
TaxInst482, 1958, 29pp 

Final Regulations treat production pay- 
ments as royalties prospectively only; 
validity of such treatment at any time 
questioned. Alternative computations 
of gross income from royalties dis- 
cussed, 80&GTaxQ124, Jan59, 2pp 

POLICY—BOOKS 

Blough, The Federal Taxing Tlroceas, 
Prentice-Hall, Englewood Cliffs 

Holland D M, The Income Tax Burden 
on Stockholders,—A study by the Na- 
tional Bureau of Economic Research 
New York, (Princeton, 1958) 241pp, 
$5.00. 1940-52 statistics exariined to 
compare actual with burden if corpo- 
rate earnings were taxed directly to 
stockholders. Burdens computed at 
various stockholder income levels and 
with varying portions of corporate 
tax passed on through higner prices 

Lent, G E, A Tax Proaram for Small 
Business, The Amos Tuck School of 


Business Administration. (Hanover, 
1958) 28pp, (bulletin -free) 
POLICY—ARTICLES 


A philosophic review of the methods the 
courts and Congress use in limiting 
tax avoidance consideration of literal 
interpretation of law; difficulties of 
tests based on intent; the importance 
of form, Blum W J, 8UofChiLSRec4, 
Autumn58, 7pp; similarly 10JTAX300, 
May59, 3pp 

Economist concludes taxes have little 
effect on decisions to invest but do 
affect choice of tvpe of investment, 
Harriss C L, 7Challenge37, Mar59, 


5pp 

Changes in business taxation urged, 
Mosher R G, 10JTAX168, Mar59, 3pp 

PROCEDURE—BOOKS 

Casey LF, Casey Federal Tax Practice, 
Callaghan & Co., (Chicago, 1955) 
1951pp, (Cumulative Pocket Parts— 
annually) 

Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edu- 
eaten. (Philadelphia, 1957) 205pp, 

3.00 


Lore. How to Win a Taz Case, Prentice- 
Hall, (Englewood Cliffs) 











Keir L E, The Preparation and Trial of 
Cases in the Tax Court of the United 
States, Committee on the Continuing 
of Legal Education, (Philadelphia, 
1955) 

When You Go to the Tax Courts; Pro- 
cedure and Practice, Commerce Clear- 
ing House, Ine., (Chicago, 1957) 
316pp (paper cover), $4.00 


PROCEDURE—ARTICLES 


Treasury ruling procedure; article is in 
outline form, but it contains consider- 
able practical help and suggestions on 
when to request a ruling and when 
not to, Barnes W T, 30LRB&MJ15, 
Oct-Dec58, Tpp 

Former attorney for 
discusses new settlement authority, 
attitude and policy of Counsel and 
Appellate Division; advice to practi- 
tioners making settlement offers, 
Donnelly T J, 10JTAX76, Feb59, 3pp 

Ass’t Chief Counsel, Litigation, explains 
IRS civil litigation policies, Hertzog 
R P, 10JTAX295, May29, 4pp 

Inconsistency in IRS regions in com- 
puting interest and allowing install- 
ment payments when corporation files 


Regional Counsel 


estimate and tax is higher, Mandell 
H M, 29NYCPA146, Feb59, 5pp; 10 
JTAX358, June59, lp 

Explanation of the law; some recent 


cases, Sarner L, 5PracLaw69, Jan59, 
15pp 

Policy underlying Flora decision (pay- 
ment required before refund suit) 
disapproved; need for legislation seen, 
12VandLRev502, March59, 4pp 

REAL ESTATE—BOOKS 


Anderson P E, Tax Planning of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 


RETIREMENT CREDIT 

Retired person allowed credit for pen- 
sions may find that receipt of Social 
Security is not tax-free; it may cause 
loss of retirement credit, Halsey C, 
107J Account78, March59, 1p 

RETROACTIVITY 

Kind of tax and degree of retroactivity 
are tests used by courts in determin- 
ing constitutionality, 19MdLR72, Win- 
ter59, 6pp 

RETURNS 


IRS dissatisfied with some handwritten 
reproduced returns; requirements re- 
viewed, 10JTAX187, Mar59, lpp 

SALES TAX—BOOKS 


Due J F, Sales Taxation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, British 
Commonwealth sales taxes described; 
policy and administrative problems 
analyzed. 

SELF-EMPLOYED RETIREMENT 

American trust officer sees ultimate pas- 
sage of Jenkins-Keogh law and wide- 
spread use of its provisions, Bliss C 
M, 38TrustB33, March59, 4pp 

Canadian trust officer explains extent of 
use of Canadian pensions for the self 
employed, which is quite similar to 
proposed Jenkins-Keogh plan, Coate 
J F, 38TrustB30, March59, 3pp 

Explanation of provisions of the 1959 
Simpson-Keogh Bill, Polisher C K, 37 
Taxes321, Apr59, 8pp 

American trust officer discusses invest- 
ment, operating problems of banks 
accepting deposits of deductible re- 
tirement allowance under proposed 
Jenkins-Keogh bill, Toupin A V, 38 
TrustB76, Mar59, 5pp 

SPECIAL INDUSTRIES 


Capital gains tran. ictions; economic in- 
terests; also considers timber, Bohan- 
non R 27GWashLR37, Oct58, 12pp 

STATE AND LOCAL—BOOKS 


Hanczaryk E W & Thompson J H, The 
Economic Impact of State and Local 
Taxes in West Virginia, West Vir- 
ginia University, (Morgantown, 1958). 
Authors conclude that the state is be- 
low average in ability to pay taxes, 
but does not collect what it could; 
reliance on sales and excise called too 
heavy and property taxes foun’ in- 
equitable. 

Morton W A, Housing Taxation, The 
University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., Massachusetts Taxation 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 
practicing accountant, partner in Ly- 
brand, Ross Bros. & Montgomery. 


STATE AND LOCAL TAXES—ARTICLES 


Underlying political and economic prob- 
lems facing local governments as 


urban growth continues, Cutler R W, 
1959WiscLR5, Jan59, 25pp 





Selecting state of incorporation; tax, 
other legal factors; law in all states 
noted, Dederick C G TulTaxInst372, 
1958, 44pp 

Political and structural problems in 
Wisconsin county government, Don- 
oghue J R, 1959WiscLR, Jan59, 25pp 


income taxes 

N. Y. unincorporated business tax can 
be reduced by operating as partner- 
ship, making contributions through 
business, ete., Brent P D, 29NYCPA 
189, Mar59, 5pp 

Notes on New York law: deducting 
additional NY tax after audit; NY 
follows 337 IRC; tax savings possible 
on subsidiary interest to parent; re- 
minder on filing schedules with 3CT; 
how to handle foreign income tax, 
Budik F M, 29NYCPA291, Apr59, Ip 

Full allowance for proprietor’s service 
for NY unincorporated business tax 
in first or last business year seems to 
be permitted, Friedman P, 29NYCPA 
215, Mar59, Ip 

Non-resident member of non-resident 
partnership planning to move to New 
York should choose date of transfer 
carefully, Friedman P H, 29NYCPA 
213, Mar59, lp 

Real estate corporation may be re- 
classified for NY franchise tax if it 
becomes inactive or makes loans to 
stockholders, Friedman P H, 29NY 
CPA213, Mar59, Ip 

Rental property treated by New York 
as a capital asset, Friedman P H, 29 
NYCPA214, Mar59, 1p 

Changes in New York income tax laws 
in 1959 explained, Horowitz M, 10 
JTAX367, June59, 2pp 

Common errors in first and last Con- 
necticut returns by businesses, Miller 
R D, 22 ConnCPA16, Mar59, 2pp 

Explanation of new withholding system 
in NY, Ress S S, 29NYCPA304, Apr 
59, 2pp 

Arguments for and against state with- 
holding; review of some studies of 
experience in withholding states, 10 
JTAX176, Mar59, 4pp 

Oregon lists items of clothing for dif- 
ferent trades as deductible or not, 
30regSTaxB2, Feb59, 1p 

Provisions of Massachusetts regulation 
under new law requiring withholding, 
37Taxes344,Apr59, 6pp 


Allowing Federal tax as deduction 
makes state tax regressive and 
favors single persons over married 


and family heads. Elaborate an- 
alysis based on computations under 
various state laws, Sollie V J, 37Taxes 
169, Feb59, llpp 


inheritance tax 


Mississippi estate tax, as revised in 
1956, Stone J, 30MissLJ165, Mar59, 
8pp 


interstate commerce 

Georgia Tax official hails Stockham de- 
cision as fair but sees need for uni- 
form allocation law, Cox F L, 37Taxes 
299, Apr59, 3pp 

Former Massachusetts tax commissioner 
warns at Senate hearing that per- 
mitting states to tax income of inter- 
state business will result in double 
taxation due to overlapping allocation 
formulas, Dane J, Jr., 10JTAX362, 
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Pennsylvania city reappraised by out- 
side consulting firm, 1CRinAssess 
Admin26, Mar59, 1p 

Summary of recommendations of Cali- 


fornia Committee on Assessment 
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50. 

Olson R L & Gradishar R L, Saving In- 
come Taxes by Short Term Trusts, 
Prentice-Hall, (Englewood Cliffs, 
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